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In Fiscal 20006, TASA acquired Quew.m Educational Svstems, Inc.. which now enables TASA to provide scoring,
scanning, and reporting services tc]v a statewide student population level. The Company anticipates that .
combining such capabilities with Ihe Company'’s existing test development resources will create inci ememal
value for the combined o gam'fanon

TASA Revenues
Net Revenue / .
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2006 2005 2004
: Fiscal 2005 Fiscal 2004
Fiscal 2006 (restated) (restated)
Income Data
Net revenue $23,686,213 $11,686,649 $11,185,254
Net income $(1,124,845) $432,529 $802,441
Earnings per share $(0.23) $0.14 $0.28
Balance Sheet Data
Total current assets $36,658,115 $5,633,491 $4,605,990
Total current Iiabili'[iesI $22,018,737 $2,786,975 $1,813,180
Total stockholders’ equity $14,639,378 $6,859,383 $5,870,999
Book Value/Share $3.05 $2.36 $2.47
Price/Book 2.25x% 1.84x 1.32x
Long-Term Debt $12,405,735 $1,396,212 $120,291
Insider Ownership 57% 38.5% 41.1%
Shares Outstanding 4 802,835 2,909,738 2,777,750
Estimated Float 3,000,000 1,548,000 1,903,000
Market Capitalization $33,619,845 $12,657,360 $6,178,312

TASA continued to make strides in the investment arena in Fiscal 2006,

Fiscal Quarter H|gh Low Fiscal Quarter High Low
4" Qtr 06 '$6 .85 $3.70 4m Qtr 05 $4.50 $3.85
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13 Qtr 06 $4 20 $3.01 15! Qtr 05 $3.33 $3.05
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GQUESTAR To Our Stockholders
ASSESSMENT, INC

FORMERLY TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.™

Dear Fellow Shareholder:

In writing this year’s letter to shareholders, I went back and looked at what I had writtew Jagt’year. Was there a
thread that linked what I wanted to say this year that tied to last year? Are we essentially the same company that
we were?

[ think that the answers to these questions are both yes and no! Allow me to elaborate.

In examining our revenues, we are certainly different. In the 3" quarter of this past fiscal year we acquired
Questar Educational Systems. That more than doubled revenues for the second half of FY 2006 and, for the year,
we are now $23MM, more than double the previous year.

Last year, | talked about making two small yet strategic acquisitions and expanding our service offerings. This year,
we made a great leap with the acquisition of Questar. I can now talk about the Company’s ability to provide end-
to-end services to our customers. We finally have the capability to provide a full range of services and we have
enhanced our ability to provide the appropriate level of customer experience. We can perform test development
work, alignment work, and standard setting activities, as well as provide psychometric services. On the operations
side, we can provide paper-and-pencil test administration, electronic delivery, or hybrid solutions. And we can
scan, score, read extended response essays, and report. The end result is that we are now self contained.

What all the above adds up to is that this new combined organization does not have to wait to get invited to
the dance. We have all the capabilities to bid on contracts by ourselves. However, this does not suggest that our
strategy is changing. We will continue to bid as subcontractors on certain pieces of business, as well as prime
contractors on certain proposals.

What also has not changed is our basic DNA. In acquiring Questar, what made our board and management
comfortable was the realization that our new acquisition had the same set of core values. Both organizations are
focused on providing superior customer experience. Both organizations are agile and flexible. Both organizations
are entrepreneurial and have smart folks doing smart things. And, most of all, we understand the importance of
providing high levels of customer experience. Thus, the integration of the organizations is relatively easy and we
believe we are poised for growth!

The payoff or confirmation of our strategy is that on a combined basis we have successfully bid on contracts in
Indiana, Montana, and Utah, and will continue to aggressively go after business as requests for proposals are
released.

It might be apparent to folks who have witnessed our aggressive acquisition strategy over the past several years
that we were having some difficulty describing who we were and how we should refer to ourselves since we were
dealing with five different corporate entities. So, in the fall of last year we embarked on a branding study.

What is a branding study? It is certainly more than coming up with a name. It is identifying our brand profile, our
culture, and essentially what we stand for. We completed this study at the end of the year. The net deliverables
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were a new name for this pubhc company, a brand profile that describes how we refer to ourselves, a meaningful tag
line, and all the. approprlate graphlcs standards. Effective on March 19, “old TASA” and Questar became known as

Questar Assessment Inc.

In closing, 1 would like to say it has been an interesting year. Revenues have increased significantly. And, as a result, so
has shareholder value. Agam Lwould like to thank all of our old and new colleagues for making things happen. I would
also like to thank our share_holders who have been encouraging throughout the process and loyal to our organization.

Please be assured that we are buildig a great company for the future.

Sincerely:

drew L. Simon
Chief Executive Officer
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PART 1
Itemn 1. DESCRIPTION OF BUSINESS

Overview

Touchstone Applied Science Associates, Inc. (the “Company” or “TASA”) competes exclusively in the assessment
marketplace. With the advent of No Child Left Behind legislation (“NCLB”), the Company’s Board of Directors and management
made the strategic decision to focus the organization on the fast-growing assessment segment of the K-12 education market. The
Company competes in both the custom and proprietary product lines of the assessment marketplace. Over the past decade, this
market has been moving towards custom testing as a result of NCLB legislation requiring that student success be measured against
specific standards established by each individual state. The Company has recognized this trend and has aligned its long term and
short term strategic initatves and resoutces to take advantage of these changes in the market. During the fiscal year ended October
31, 2006 (“Fiscal 2006™), the Company decided to minimize its efforts in growing its proprietary products business, and to devote
significant resources to expanding its custom testing services. ‘The Company implemented this strategy by acquiring all the
outstanding stock of Questar Educational Systems, Inc. (“Questar”) in May 2006. Questar provides rest delivery, scoring, and score
analysis capabilities for state testing programs. In addition to the Questar acquisition, the Company had previously acquired all the
outstanding stock of both Assessment and Evaluaton Concepts, Inc. (“AEC”} and Achievement Data, Inc. (“ADI”) in January 2005

" and July 2005, respectively.

~ As a result of the Company’s recent acquisitions and change in strategic initiatives, and because of the industry shift from
proprietary to custom work, the Company believes that the descriptons of its revenues as either custom or proprietary are no longer
representative of the Company’s business. Consequently, the Company is combining categories in the reporting of its assessment
revenues. In order to report clearly the growth of our business for prior versus current periods, we will be reporting revenues with
Questar and without Questar since that acquisition has a significant impact on the overall revenues of the Company during the
current reporting period.

Revenues were $§11.7 million for the fiscal year ended October 31, 2005 (“Fiscal 2005”") and $23.7 million for Fiscal 2006.

Fiscal 2006 revenues without Questar were $13.8 million.

TASA’s corporate headquarters are located at 4 Hardscrabble Heights, P.O. Box 382, Brewster, New York 10509. The
Company’s telephone number is (845) 277-8100 and its facsimile number is (845) 277-3548. The Company maintains a website at
www.tasa.com. Information contained on the Company’s website i1s not, and should not be deemed to be, incorporated into this
Report. As used in this Report, the terms “Company” and “TASA” refer to Touchstone Applied Science Associates, lnc. and its
subsidiaries, unless the context otherwise indicates.

Except for historical information, the material contained in this Description of Business is forward-looking. For the
purposes of the safe harbor protection for forward-looking statements provided by the Private Securities Litigation Reform Act of
1995, readers are urged to review the list of certain important factors set forth in “Cautionary Statement for Purposes of the “Safe
Harbor” Provisions of the Private Securities Litgatdon Reform Act of 1995 below, which may cause actual results to differ
matetially from those described.

Summary of Recent Acquisitions

In January 2005, the Company acquired all of the outstanding stock of AEC for $122,000 consisting of $83,000 in cash and
12,000 shares of the Company’s Common Stock. AEC provides professional consulting services in the areas of program evaluation,
student assessment, professional development and dara collection and reportdng systems to state, federal and higher educadon
institutions as well as private companies. In addition, optons to purchase 50,000 shares of the Company’s Common Stock were
granted pursuant to the 2000 Stock Incentive Plan on the date of the closing exercisable at $3.06 per share. The options are
exercisable commencing one year from the closing, through January 2015. Goodwill totaling $118,074 was recorded as a result of the
acquisidon.

On July 1, 2005, the Company completed the acquisition of all of the outstanding stock of ADIL. ADI provides on-line
testing capabilides to state testing programs and also offers an electronic testing engine. The total consideration paid by the
Company for the ADI stock was $§1,650,000, consisting of $1,155,000 in cash, the issuance of 89,488 shares of Common Stock of the
Company (valued at approximately $331,650, based on the average of closing prices for the Company’s Common Stock for the five
trading days preceding the closing) and $163,350 in subordinared promissory notes issued to rwo of the former stockholders of ADIL
The promissory notes bear interest at the rate of 5% per annum and are payable in six semi-annual installments of principal plus
interest. Goodwill totaling $1,653,309 was recorded as a result of the acquisition. In connection with the acquisition of ADI, the
Company entered into a loan agreement with its bank, pursuant to which the Company borrowed an aggregate principal amount of
$1,200,000, almost all of which was used to pay the purchase price for the shares of ADI and closing costs for the transaction, with




the balance being retained by the Company for working capital. Borrowings under the loan incur interest at the rate of 6.25% per
annum. Interest only payments are duc for the first year, and thereafter monthly payments of principal and interest of $23,339
through July 2011. The $1,200,000 bank loan was subsequently refinanced in May 2006.

. In May 2006 the Company acqunrcd all of the outstanding shares of Questar. Questar provides test delivery, scoring and
score analysis capabilities to state tcsung programs and also provides test material development. Total consideration paid by the
Company was $20,000,000 consisting of $15,000,000 in cash, the issuance of 222,222 shares of Series A-2 Preferred Stock of the
Company valued at $1,000,000, and a 34 000,000 promissory note. Goodwill totaling 311,678,544 was recorded as a result of the
acquisition. The Company also has nalued and recorded $4,860,000 in intangible assets idenufied during the acquisition. The
Company has also agreed to pay addlr.lona] consideration in 2010 if Questar achieves certain revenue goals during the three years
ending October 31, 2007, 2008, and 2009 The maximum contingent earn out payment is $12,500,000, of which up o $10,000,000
shall be pa.ld half in cash and half i m Scnes A-2 Preferred Stock and $2,500,000 shall be paid, if earned, at the election of the
Company, in cash or additonal shares of Sertes A-2 Preferred Stock, or any combination thereof, valued at fair market value at the

1

time of issuance. The Company ﬁnanciec':l the acquisition through senior debt and 2 private equity investment. The Company entered
into a loan agreement (the “Loan Agrecmcnt ) with TD Banknorth, N.A. (“Banknorth”), pursuant to which the Company borrowed
a term loan in an aggregate principal amount of §9,600,000, obtained a revolving line of credit in the amount of $4,000,000 and had
issued on its behalf a standby letter ofjcredit in the original stated amount of $194,750 against availability under the revolving line of
credit. The Loan Agreement containg tongomg financial covenants which are méasured on an annual basts beginning in October
2007. The term loan was interest-only [for the first six months of the loan (through November 2006), and thereafter is payable in
fifty-four equal monthly installments ofiprincipal and interest on a five-year amortization schedule. The Company has entered into
an interest rate swap agreement with Banknorth pursuant to which Banknorth is paying the Company 250 basis points over the one
month UUSD LIBOR BBA rate and the Company is paying Banknorth a fixed rate of 7.95% on 2 value of $9,600,000 declining
concurrently with the term loan. The'i mtcrcst rate swap agreement expires after thirty months on December 1, 2008. The term loan
balloons on May 30, 2011. Advances undcr the revolving line of credit are based on a borrowing base of eligible accounts receivable
and eligible inventory of the Companv{ and Questar. The revolving line of credit is available until April 30, 2008. Both the term loan
and the revolving loan are secured by thc assets of the Company and by the assets of Questar. The proceeds from the loans were
used to pay a portion of the purchase pncc for the shares of Questar and closing costs for the transaction, and for working capital.

The Company also entered mto a securities purchase agreement (the “Series A Convertible Preferred Stock Purchase
Agreement”) with Camden Partners Stratcglc Fund III, L.P. and Camden Partners Strategic Fund 1H-A, L.P. {collectively, the
“Investors”™}, pursuant to which the Company issued and sold to the Investors 1,060,667 shares of its Series A-1 Convertible
Preferred Stock (“Series A-1 Prcfcrred]Stock”) valued at $7,500,000, based on a price of §4.50 per share. The proceeds from the sale
of stock were used to pay a portion of ‘the purchase price for the shares of Questar and closing costs for the transaction, with the
balance being retained by the Company for working capital. Two members of the Company’s Board of Directors, Donald W.
Hughes and David L. Warnock are alsg principals of each of the Investors.

The Company has been aggrcsswcly integrating the operations of AEC, ADI and Quester into its operations generally since
the respectve acquisitions of such compamcs

Proposed Change of Corporate Name

" ‘The Company will be changmg its corporate name to Questar Assessment, Inc. This acdon was approved on January 24,
2007 by our Board of Directors, and! s of February 5, 2007 by the holders of a majority of our issued and outstanding voting
securities who have executed a written consent in licu of a spec1a.l mecting in accordance with the relevant sections of the Delaware
General Corporation Law. Subject tolc?mphance with the requirements of applicable securities laws and reguladons, we expect the
change in our corporate name to become effective in mid-March 2007,

The Market

As previously stated in the Ollvcrv:cw section, there has been a decided shift over the past decade from the use of propriety
assessment products to custom tests dev}reloped to measure the results of individual state standards. This has been reflected with the
growth of the Company’s custom testjunit (BETA) as well as the recent acquisitions of ADI, AEC and Questar. Additionally, the
Company recognized this trend and has been using its assets to build and expand its custom third party testing services.

There are two components to the education industry that the Company competes in: summative assessments which are
part of the NCLB state programs and the formative assessment programs that are used in schools and test for instructional purposes.

The acquisition of Questar integrated with the Company’s existing ability to develop and deliver custom test
materials now enables the Company to take advantage of the NCLB driven market trend. The Company, previous to the acquisition,
did not have the internal resources to bid on the large state custom-work contracts. Questar has experience in terms of management,




systems and staff to win and manage large state-wide contracts that can deliver significant economic value. Questar’s business has
grown on it being able to provide scoring, scanning and reporting services to a state-wide student population level. Management
anticipates that combining such capabilities with the Company’s existing test development resources will create incremental vatue for
the combined organizations.

Business Development & Marketing
The Company markets its assessment products and servicés as follows:
e Bidding on large scale contracts by responding to requests for proposal (RFP)
» Utlizing its sales and senior executives to develop relationships and insights in the education market

» Seeking partners by performing as either a prime or subcontractor on certain proposals based on our core
capabilities

o Producing catalogs and other direct mail materials to support propriety sales

e Auending and presenting at trade conventions and industry shows to meet current and prospective clients
Competition

Success in the educatonal industry is based on technological superiority, service, product support, the availability of patent
protection, and access to adequate capital, the ability to successfully develop and market products and processes and the ability to
obuin government approvals. Although there is intense competidon in the industey and there ate bath domestic and foreign
companiés which may be deemed dominant competitors, the Company believes that the features of its products coupled with its
ability to provide quality services will permit the Company to compete successfully in its designated markerplace.

The Company is subject to compeddon from various sources. The Company’s principal competidon comes from
established for-profit and non-profit companies in the testing business and testing departments within certain states and school
districts, all of which are considerably larger and have greater financial and human resources and marketing capabilities. Competition
may also come from education publishers who include reading comprehension tests with their instructional matetials and companies
that distribute reading motivation programs. '

Although there are 2 number of for-profic firms that develop; publish, market, and distribute educational tests, the market is
dominated by a number of firms including: Pearson Educational Measurement, lowa City, lowa;, Harcourt Assessment, Inc., San
Antonio, Texas; CTB/McGraw-Hill, Lake Forest, Illinois, and Monterey, California; and The Riverside Publishing Company,
Chicago, Illinois. As large, well-established publishers of educational tests and related products and services, these firms are
considered strong competitors of the Company.

There are a number of for-profit and non-profit organizations that provide test design, production and consulting services
to states under contract. For example, National Evaluation Systems (NES), Ambherst, Massachusetts; and Pearson Educational
Measurement, lowa City, lowa; are among the for-profit firms that supply test development, printing, distribution, and scoring
services to individual states under contract. Among the non-profit organizatons, Measured Progress, Inc. (Dover, New Hampshire),
American College Testng Program {(ACT), lowa City, lowa and Educational Testing Services (ETS), Princeton, New Jersey have
conducted such contract work for states and ETS is the current contractor for the National Assessment of Educational Progress. By
cnabling states to have tests developed and administered to their own specifications, these for-profit and non-profit organizatons
compete directly with the Company’s assessment division. In terms of size alone, these firms have greater marketing capability and
resources than does the Company.

Furthermore, there are a number of non-profit organizations that develop, publish and distribute educational tests such as
the aforementioned ACT and ETS. In addition, there are various organizations that sponsor educational tests even though they do
not have the technical capability to produce tests. For example, The College Board, New York, New York, sponsors the SAT which
is developed for The College Board by ETS. All of these non-profit organizations have, or have access to, the capability to develop,
publish and distribute tests to schools. Currently, ACT, The College Board, and ETS publish one or more educational tests for the
school market.




Employees

As of October 31, 2006, the C'Fompany emploved a total of 160 employees, of which 153 work on a full-time basis, and 7
work ot a part-time basis. Of the 160jemployees, 23 are engaged in research and/or test development, 114 are in operations, 13 arc
in executive capacites and 10 are in sales and marketing,

Government Regulations

NCLB legislation bodes well f}or TASA. NCLB requires that that student success be measured against specific standards
established by each individual state, Thls state specific customization of testing assessment ties directly into the Company’s initiative
to expand its resources and service offcrmé,s in this area. NCLB is expected to provide annual funding for Fiscal 2007 of
approximately $24.3 billion* to this i mlﬁmltlvc Approximately half of that amount is for Title ! funding, which requires schools to use
a pornon of this funding to evaluate student progress in reading, The assessment and evaluation testing services being sought after
by states in the subject matter of readmg’ as well as other curriculums benefits the Company by having a large opportunistic customer
market to draw from.

NCLB also provides over Orl? billion dollars* for annual testing in reading and math; Title ITI allows for three-quarters of a
billion dollars* for bilingual and immigrant education and almost one billion dollars* for early language literacy. TASA has
developed a full range of products apd services to meet the needs of this legislation. This includes test development for
“mainstream” programs in K-12 levels'as well as English Language lLearners (ELLL) and children eligible for alternative assessment.

*Source — BMO Capital Markets Education and Training / September 2006
Patents, Copyrights, Trademarks, Trade Secrets and Royalties

The Company owns the copyrights in all of the proprictary assessments and instructional materials that it creates and asserts
such rights as against third parties.

The followmg are registered trademarks and/or service marks of the Company: TASA (for design and preparadon of
educational testing materials and test scorcs) TASA (with logo) (for design and preparation of educational testing materials and test
scores); TASA (with logo) (for computer programs used in association with educational testing and instructional materials); Degrees
of Reading Power; DRP Program The Rcad’tblht} Standard; BROWZER--> BOOKLINK (with logo); DRP-->EZ Converter; EZ
Converter; DRP Linking Text to Ablhty, BookMatch; MicRA-->DRFP (with logo); TextSense; TASA Literacy; Signposts; Signposts
(with logo); We've Done the Research for You; The MAC II Test of English Language Proficiency (with logo); IDWM and Degrees
of Word Meaning; Questar Educatonal Sysrcms Questar; Test Path; Score Point; and Service Point. An qpphcauon for trademark
registration is pending for SSSMART. TAS:\ is the owner of the service mark ' Questar Educational Systems”, which is the only
service mark registered with the United! States Patent & Trademark Office utilizing "Questar" in Class 41, rclaung to educational
testing and assessment services.

Trade secrets are maintained by enteting into license agreements, containing trade secret clauses, with third parties for their
use of TASA software and certain propncmry data. In addition, all employees execute nondisclosure agreements as a condidon of
employment. The Company regularly asserts copyrights to all of its assessment and instructional materials.

Item 2. DESCRIPTION OF PROPERTY

The Company completed the salc/ lease-back of its 30,000 square-foot headquarters building in Brewster, New York in July
2003. The building was constructed” m 1987, with the second phase completed in 1991. In July 2003, the Company sold its
headquarters building to 26 Palmer LLC for $2,875,000. The building and related improvements had a net book value of $1,458,481.
The Company reported a pre-tax gamion the sale toraling $1,254,383, net of closing costs totaling $162,136. The Company then
sngnecl a ten-vear triple net lease for thi building. The cost per square foot was $10.50 for the July 2003/June 2004 period and
increases each year thereafter. The ﬁnal year of the lease has a rental cost of $13.69 per square foot. As a result of the
sale/leascback, the gain is being recogmzed over the ten-year term of the lease as other income. Proceeds from the sale of the
building were used to repay debr,-to micxicase the Company’s working capital and to fund the expansion of its scanning and scoring
facility. In the fall of 2003, the Company completed an expansion of this scanning and scoring facility at a cost of approximately
3250,000. This facility is now four times the capacity of the prior facility and has accommodated new growin!} business in this area.

Additionally, subsequent to the end of F1sca| 2006, the Company entered into a short term lease commitment (February 2007 — July

{
2007y 1o occupy office space in anescibta The additional space was needed in order to enable the Company to complete certain
customer project requirements during such period of dme. The Company presently has no intention of renewing the lease after its
terminadon.

4




As part of the acquisition of Questar, the Company entered in two separate lease agreements with the former shareholders
of Questar. Through one lease agreement, the Company rents approximately 49,000 square-feet of office space in Apple Valley,
Minnesota. The initial term of this lease is for five years concluding on May 31, 2011 with the Company holding an option to renew
for an additional five-year pericd. Pursuant to the second lease agreement, the Company uses 45,000 square-foot of distribution
center also in Apple Valley, Minnesota, This lease also concludes on May 31, 2011 with the Company holding an option to renew for
an additional five-year period, The Company also holds an opton ]ease an additional 11,000 square feet of distribution center
space that is adjacent to the current distribution center. Sec “Certain Relationships and Related Transactions”.

BETA rents a small office facility in Austin, Texas, which affords good proximity to the Texas Education Agency. The
Company’s current lease concludes in November 2007. The Company made the decision to open the office in Texas because of the
volume of business in that stare.

ADI rents approximately 4,400 square feet of office space in downtown Minneapolis, Minnesota. The Company’s current
lease concludes in October 2007, This space is used for offices, conference rooms, workstations and houses its project management

personnel.

The Company expends resources for capital improvements of its facilities as necessary.

Item 3. LEGAL PROCEEDINGS
None.
Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
None.
PART 11
Item 5. MARKET FOR COMMON EQUITY AND RELATED STOQCKHOLDER MATTERS

The Company’s common stock, par value $.0001 per share (the “Common Stock™), is traded in the Nasdaq Electronic
Bulletin Board under the symbol TASA.OB. The approximate high and low closing prices for each fiscal quarter in the two fiscal
vears ended October 31, 2005 and October 31, 2006 were as follows:

Common Stock Prices

Fiscal Quarter: High () Low (¥)
1st Qtr 05 333 3.05
2nd Qrr 05 370 3.00
3rd Qrer 05 4.50 3.20
4th Qtr 05 4.50 3.85
1st Qtr 06 4.20 301
2nd Qtr 06 375 275
3rd Qrr 06 4.00 221
4th Qtr 06 6.85 370

During the first quarter of Fiscal 2007, the Company’s Common Stock had a high closing price of $7.50 and a low closing
price of $6.00; and during the second quarter of Fiscal 2007 (through March 2, 2007), the Company’s Common Stock had a high
closing price of $7.10 and a low closing price of 36.00

The Company is authorized to issue 5,000,000 shares, par value $.0001 per share, of preferred stock. The stock may be
issued by the Board of Directors of the Company in one or more series and with such preferences, conversion or other rights, voting
powers and other provisions as may be fixed by the Board of Directors in the resolution authorizing its issuance without any further
action of the stockholders. :

The Company’s Common Stock is traded on the Nasdaq Electronic Bulletin Board.

As of February 28, 2007, there were 66 holders of record of the Company’s Common Stock. This number of holders of
record does not include beneficial owners of the Company’s Common Stock, whose shares are held in the names of various security
holders, dealers and clearing agencies. The Company believes that the number of beneficial owners of its Common Stock held b\
others or in nominee names exceeds approximately 600 in number. .
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The Company has not paid any cash dividends, and does not anticipate doing so in the immediate future as it intends to
invest any earnings in the development of the Company’s business.

Acquisition of Questar, The Company entered into a secutities purchase agreement (the "Series A Convertible Preferred |
Stock Purchase Agreement") with Camdcn Partners Strategic Fund I, L.P. and Camden Partners Strategic Fund I1I-A, L.P.,

(collectively, the "Investors" or the “Camdcn Entities™), pursuant to which the Company issued and sold to the Investors 1,666,667

shares of its Series A-1 Preferred Stock (valued at-$7,500,000, based on a price of $4.50 per share}. The proceeds from the sale of

i
stock were used to pay a portion of the purchase price for the shares of Questar and closing costs for the transaction, with the

balance being retained by -the Company for working capital. The transaction did not involve a public offering pursuant to the

exemption from registration provided by Section 4(2) of the Act.

In the acquisition of Questar, ll:rhc Company (a) issued to the selling shareholders of Questar, 222,222 shares of Series A-2
Preferred Stock (valued ar $4.50 per share), as part payment of the purchase price at closing and (b) delivered to the escrow agent,
1,111,111 shares of the Series A-2 Prefei‘red Stock (valued at $4.50 per share), which will be deemed earned by, and will be released
to, the former shareholders of Questa} if revenue goals over the earn out period of the three fiscal years ending October 31, 2007,
2008 and 2009, are met. Such escrowed shares are not deemed to be outstanding (and therefore, are not eligible to vote) undl the
revenues poals are met and the shared éire released from escrow. The issuance and sale of the Series A-2 Preferred Stock did not
involve a public offering pursuant to the’exemption from registration provided by Section 4(2} of the Act.

Thete is no trading market fc:r the Company’s Series A-1 Preferred Stock or Series A-2 Preferred Stock, and the Company
has no intention of applying to list shafcts of its Preferred Stock. The Company has agreed to use its best efforts to file a registration
statement under the Act with respect to the shares of Common Stock underlying the Series A-1 Preferred Stock, upon request of the
Investors, at any time following one year after the.issuance date of the Series A-1 Preferred Stock, in accordance with the Investor
Rights Agreement. With respect to thc 222 ,222 shares of Series A-2 Preferred Stock issued as part payment of the purchase price at
closing, the Company has agreed to usF l:ts best efforts to include such shares of Common Stock underlying the Series A-2 Preferred
Stock in a registration statement if, and when, filed by the Company, upon request of the Investors, at any time following one year
after the issuance date of the Series AT Preferred Stock. With respect to the escrowed shares, the Company has agreed to use its
best efforts to file a registration statement under the Act for the shares of Common Stock into which the Series A-2 Preferred Stock

will be convertible, upon request of tlif:F former shareholders of Questar following the release, if any, of the escrowed shares, or 1o
include such shares of Common Stock ina registration statement if, and when, filed by the Company with respect to the shares of ©

Common Stock beneficially owned by the Investors.

Initially, the shares of Series A- 1 Preferred Stock and the Series A-2 Preferred Sock are convertible into shares of Common
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Stock on a one-for-one basis. The conversmn rate is subject to anti-dilution adjustments set forth in the Certificate of Designations

for the Series A Preferred Stock. For [the first three years after the issuance, neither Series A-1 Preferred Stock nor Series A-2”

Preferred Stock will accrue dividends. iThereafter dividends will accrue at the rate of 8% per annum, payable in cash or additional
shares of Series A Preferred Stock, at th election of the Company; provided, however, that no shares of Series A-2 Preferred Stock
will accrue any dividends undl, and aftzl:r the time when, the Series A-2 Preferred Stock is released to the selling shareholders of
Questar in accordance with the Escrow Agreement

Each share of Series A-1 Preferred Stock is entitled to cast one vote per each share of Common Stock into which such
share of Series A-1 Preferred Stock is {C(F)nvemb!e as of the record date for a stockholder vote. Each share of Series A-2 Preferred
Stock that has been issued to the selJ.lng shareholders of Questar on the closing date is entitled to cast one vote per each share of
Common Stock into which such sharelof Series A-2 Preferred Stock is convertible as of the record date for a stockholder vote. The

" shares of Series A-2 Preferred Stock that‘ are held in escrow pending release if the earn out hurdles are satisfied, will not be entitled to .

vote so long as such shares remain mlcécrow The shares of Series A-1 Preferred Stock and Series A-2 Preferred Stock which are
entitled to vote shall vote together with the Common Stock as a single class.

Upon closing of the acqulsmon of Questar, the Company issued to Signal Hill Capital Group, LLC, a five-year warrant to
purchase up to 50,000 shares of the Company s Common Stock, at an exercise price of $4.50 per share. The warrant was issued as

patt of the consideration paid to Slgna._l !—hl] for its role as the Company’s investment banker and financial advisor in the acquisition .

of Questar and the financing thereof. {Neither the warrant nor the underlying shares of Common Stock have been registered under
the Act, in reliance upon the exempton from registratdon pursuant to Section 4(2) of the Act.

In connecdon with the sale of}shares of Series A-1 Preferred Stock to the Investors, the Company entered into a voting |
agreement (the "Voting Agreement"”) v \mth the Investors pursuant to which the Company has agreed that so long as the Investors

own at least 50% of the Series A-1 Convertlble Preferred Stock or the equivalent number of shares of Common Stock of the
Company if converted, the Investors shall have the right to nominate up to three members of the Board of Directors of the
Company. As of the date of this chort the Investors have nominated David L. Warnock, and Donald W, Hughes as two of the
members of the Board of Directors they are permitted to nominate. Messrs. Warnock and Hughes are incumbent directors on the




Board. Pursuant to the Voting Agreement, certain executive officers who are stockholders of the Company have agreed that so long
as the Investors own at least 833,333 shares of Series A-1 Preferred Stock of the Company or the equivalent shares of Common
Stock of the Company if converted, at each meeting of stockholders for the purpose of electing directors, to cast their eligible votes
in favor of the nominees of the Investors. In addition, at each meeting of stockholders for the purpose of electing directors, the
Investors have agreed ro cast all of their eligible votes in favor of the directors nominared by the Company.

Equity Compensation Plans. The following table describes the equity securities of the Company issuable as of October 31,
2006 pursuant to the Company’s equity compensation plans. The Company has four equity compensation plans, each of which has
been approved by the stockholders of the Company: (1) the Amended and Restated 1991 Stock Incentive Plan {under which no
further incentive awards may be made); (2) the 2000 Stock Incentive Plan, as amended; (3) the Amended and Restated Directors
Stock Option Plan, as amended, and (4) the Consultants Stock Incentive Plan. For a description of each of the Company's equity
compensation plans, please see “Executive Compensation Stock Incentive Plans”.

EQUITY COMPENSATION PLAN INFORMATION
AS OF OCTOBER 31, 2006

Number of
securities to be

Number of securities

issued upon
exercise of

Weighted-average
exercise price of

remaining available for
future issuance under equity

outstanding outstanding compensadon plans
options, warrants | options, warrants {excluding securities
and rights and rghts reflected in column (2))
(@ ) ©
Equity compensation plans approved by 818,228 $2.704 218,450

security holders
Equity compensation plans not approved - -- --
by security holders

Itern 6. MANAGEMENT’S DISCUSSION AND ANALYSIS OR PLAN OF OPERATION

Except for historical information, the material contained in this Management’s Discussion and Analysis or Plan of
Operaton is forward-looking. For the purposes of the safe harbor protecton for forward-looking statements provided by the
Private Securities Litigation Reform Act of 1995, readers are urged to review the list of cerrain importanrt factors set forth in
“Cautionary Statement for Purposes of the “Safe Harbor” Provisions of the Private Securities Litigadon Reform Act of 1995” below,
which may cause actual results to differ materially from those described.

Company Background

For over thirty years, TASA has served the rapidly expanding education market. . Approximately three years ago the
Company made the decision to focus s activities and efforts in the K-12 assessment arena. As a result, it marshaled its resources to
build both its internal capacity as well as to make strategic acquisitions in order to round out its service offerings.

In Fiscal 2005, the Company acquired Achievement Data Inc. (ADI), which enabled the Company to provide on-line web
based assessments at a state-wide level. It also acquired in Fiscal 2005 Assessment and Evaluaton Concepts, Inc. (AEC) which
expanded the Company’s capabilittes inro the third party program evaluation field. In Fiscal 2006, the Company acquired Questar
Educational Systems. With that acquisition, TASA can both manage large state assessment programs as well as provide performance
scoring activities.

As a consequence of these acquisitions TASA can now provide an end-to-end testing solution or a full range of assessment
services to the education community.



RESULTS OF OPERATIONS

Effective June 2006 TASA combined the previously separately reported revenue categories of custom and proprietary since
such distinction is no longer representative of the Company’s business. Additionally, due the inclusion of the Questar revenues
TASA will be reporting Company revenues with Questar and without Questar. Questar revenues are included beginning june 2006.
The following table sets forth the rev entles in each of these units and the annual percentage change for each of these units for Fiscal

2006 and 2005
TASA Revenucs Breakdown (m thousands of dollars) and % of Year-To-Year Change
Fiscal Year Ended Qcrober 31

2006 2005
%o
Chang Yo
3 e $ Change
Revenues without Questar $13,777.5 18% $11,686.6  4.5%
Questar Revenues $9,908.7 n/a §-- _.9%,
Total Revenues $23,686.2 103%  $11,686.6  4.5%
The following are selected ratios as a percentage of total revenues based on the Company’s financial statements:
Fiscal Year Ended October 31,
2006 2005
Total Revenues 100% 100%
Gross profit margins .................................. 41% 49%
Operating expenses:
Selling expenses. ... ceeeciieivanne. 8% 12%
General & administran‘{fie 37% 31%
Income (loss) from opetatdons (4% 6%
Other income (exXpense) . .. iieninnnns (2)% 1%
Income (loss) before i INCOME tAXES ©uvvrvrrres {6)% T
Income tax expense (benefir) ()% %
Net Income (loss) from operations 5% 4%

Fiscal 2006 As Compared To Fiscal 2005

Revenues. The Company's revenues for Fiscal 2006 were 323,686,213, representing a 103% increase, or $11,999,564, from
311,686,649, for Fiscal 2005. The overall increase was attriburable to growth in the custom testing arena along with the inclusion of
the Questar revenue beginning June 200‘6.?_ TASA revenue, exclusive of Questar, grew 18% year over year from $11.7 million in Fiscal
2005 to $13.8 million in Fiscal 2006.

Cost of Goods Soid. Cost of goods sold increased by 135% or $8,062,881 from $5,990,327 in Fiscal 2005 ro $14,053,208 in
Fiscal 2006. As a percentage of revenucicost of goods represented 51% of revenues in Fiscal 2005 and 59% of revenues in Fiscal
2006. The dollar increase in Cost of GB‘OdS Sold is directly attributable to the acquisition of Questar which was completed during
the third quarter of Fiscal 2006. In addmon to Questar’s effect on Cost of Goods Sold, the Company incurred charges (§747,680)
related to the wriie off of certain non- pcrformmg products.

Gross Profit. The Company’s gtoss profit for Fiscal 2006 increased by $3,936,683, or 69%, from $5,696,322 in Fiscal 2005 to
$9,633,005 in Fiscal 2006. The gross p'r.o'ﬂt margin was 41% in Fiscal 2006 and 49% in Fiscal 2005. The Company determined in
Fiscal 2006 that certain proprietary products were non-performing and having a limited useful life. Such products with a carrying
value of $747,680 were written off in Fistal 2006. This write off had a 3% negative effect on gross profir margins during Fiscal 2006.
As the Company continues to bid and \:qn larger custom assessment projects, the gross margin as a percentage of revenue may be
less than the Company has histotically realized, though the net gross profits are likely to be larger.

Selling Expenses. The Companys selling expenses increased by $369,686, or 26%, from $1,432,287 in Fiscal 2005 to
$1,801,973 in Fiscal 2006. Selling c‘tpenls'c is 8% of revenues in Fiscal 2006 versus 12% in Fiscal 2005. The net effect of the Questar




acquisition in the third quarter of Fiscal 2006 and thus the inclusion of the related revenues from Questar, increased toral dollars
spent on selling expenses though it decreased selling expenses as a percentage of revenue. In Fiscal 2006, the Company expanded its
sales force to include additional selling resources to support both its custom and proprietary products and services.

General and Adwinistrative.  The Company’s general and administrative (“G&A”) expenses for Fiscal 2006 increased
$5,082,399, or 140%, from $3,637,098 in Fiscal 2005 to $8,719,497 in Fiscal 2006. G&A expense is 37% in Fiscal 2006 versus 31%
in Fiscal 2005. The infrastructure component of G&A costs increased significandy as a result of the acquisition of Questar
completed in Fiscal 2006. Additonally in 2006, the Company incurred approximately $413,272 in charges resulting from a
reorganization of certain executive personnel positions along with the reallocadon of staff salaries. The Company also incurred
charges of §198,014 in Fiscal 2006 related to the expensing of emplovee stock options. The Company has included in Fiscal 2006
charges of approximately 3421,000 related to the amortization of certain intangible assets acquired from Questar on May 31, 2006.

Income {loss) From Operations. Income (loss) from operations decreased by §1,515,402, or 242%, from $626,937 in Fiscal 2005
to a loss of (5888,465) in Fiscal 2006. As discussed in the above sections, Fiscal 2006 Income (loss) from Operations was negatively
affected by charges to Cost of Goods Sold for non-performing proprietary products ($747,680), and by the expenses, discussed
above under G&A, for the expansion of the sales force, certain reorganization expenses and amortization expenses in connection
with the acquisition of (Questar.

EBITDA From Operations. EBITDA is defined as carnings before interest expense, income tax expense, depreciation and
amortization. EBITDA is not a measure of financial performance under accounting principles generally accepted in the US,, or
GAAP, and should not be considered an alternative to net income, or any other measure of performance under GAAP, or to cash
flows from operating, investing or financing activities as an indicator of cash flows or as a measure of liquidity. EBITDA has its
limitations as an analytical tool, and you should not consider it is isolation or as a substitute for analysis of our results as reported
under GAAP. Some of the limitations of EBITDA are:

» EBITDA does not reflect our cash used for capital expenditures;

o  Although depreciadon and amortization are non-cash charges, the assets being depreciated or amortized often will
have to be replaced and EBITDA does not reflect the cash requirements for replacements;

s EBITDA does not reflect changes in, or cash requirements for, our working capital requirements; and
»  EBITDA does not reflect the cash necessary to make payments of interest or principal on our indebtedness.

Because of these limitations, EBITDA should not be considered as a measure of discretionary cash available to us to service
our debt or to invest in the growth of our business. We compensate for these limitatons by relying on our GAAP results as well as
on our EBITDA. Our management believes that EBITDA is useful in evaluating our operating performance in relation to other
compantes in our industry because the calculation of EBITDA generally eliminates the effects of financings and income taxes which
items may vary for different companies for reasons unrelated to overall operating performance.

In order to facilitate an understanding of the components of EBITDA and their effect on the results of operations, the
following table is provided as a reconciliation of reported income from operations to EBITDA from operations.

EBITDA From Operations
Fiscal 2006 Fiscal 2005
Income (loss) from Operations.......ccceenne. $(888,465) % 626,937

Depreciation & Amertization........... . 32,189,990 § 679,008
EBITDA from Operatons .o...cooeermeerrrnens $1,301,525 $1,305,945

EBITDA on the Company’s operations was 51,301,525 for Fiscal 2006 versus $1,305,945 for Fiscal 2005. The decline in
EBITDA from operations is a direct result of the decline in income from operations. As described above Fiscal 2006 income from

operations was negatively affected by certain charges to Cost of Goods Sold as well as personnel and reorganization charges included
in G&A.




Otber Income (expense). Net otl:e‘r income (expense) decreased from $101,370 in Fiscal 2005 to (3485,172) in Fiscal 2006. As
the result of the acquisition of Questar in Fiscal 2006, the Company incurred an additional 3427,136 of interest expense with respect
to borrowings that had not been in place in Fiscal 2005.

Income (foss) and FEarnings (Iaﬂ) per Share. The Company had net income of $432,529 in Fiscal 2005 versus a net loss of
{31,124,845) in Fiscal 2006. The Company had diluted earnings per share of $0.14 in Fiscal 2005 versus basic and diluted loss per
share of $(0.23) in Fiscal 2006. The dildted weighted average shares outstanding were 3,023,262 in Fiscal 2005 versus 4,802,835 in
Fiscal 2006. :

LIQUIDITY AND WORKING CAPITAL

Working Capital, Workmg cap1ta1 decreased by $844,462 during Fiscal 2006 from $2,846,516 at October 31, 2005 to $2,002,054
at October 31, 2006, The ratdo of current assets to current liabilities was approximately 2.02 to 1.0 at the end of the Fiscal 2005 versus
1.23 to 1.0 at the end of Fiscal 2006. Thc decrease in wortking capital dollars as well as the decrease in the ratio is the result of the
acquisidon of Questar in Fiscal 2006, which increased the Company’s short term debt.

Cash Flow Provided by (Used in) Opera!mg Actitities. Dunng Fiscal 2006, the Company had net cash used in opcratmg activities of
$(209,129), as compared o $550,575 provsded by operating activities in Fiscal 2005. The decrease in cash from operating activities
resulted pnmarlly from lower net income. The year over year change in net income (loss) decreased cash flow provided by (used in)

operating activities by $1,423,495,

Cash Flow Used in Investing Activities. During Fiscal 2006, the Company had net cash used in investing activities of (§15,820,391) as
compared to (82,599,677) for Fiscal 2005i The increase in cash used in investing activities dunng Fiscal 2006 was primarily the result of
the acquisition of Questar. The Company financed the acquisition of Questar through senior debt and a private equity investment.
The Company entered into a loan agrccment (the “Loan Agreement") with 'TD Banknorth, N.A. (“Banknorth”), pursuant to which
the Company borrowed a term loan in arll aggregate principal amount of $9,600,000, obtained a revolving line of credit in the amount
of $4,000,000 and had issued on its behalf a standby letter of credit in the original stated amount of $194,750 against availability
under the revolving line of credit. Thei I;.oan Agreement contains ongoing financial covenants measured on a yearly basis beginning
in Fiscal 2007. The term loan is interest-only for the first six months of the loan, and then is payable in fifty-four equal monthly
installments of principal and interest orl a five year amortization schedule. The Company has entered into an interest rate swap
agreement with Banknorth pursuant to, whu:h Banknorth is paying the Company 250 basts points over the one month USD LIBOR
BBA rate and the Company is paying Banknorth a fixed rate of 7.9% on a value of §9,600,000 declining concurrently with the term
loan. The term loan balloens on May 30, 20t1. Advances under the revolving line of credit are based on a borrowing base of
eligible accounts receivable and eligiblé inventoty of the Company and Questar. The revolving line of credit is available until April
30, 2008. Both the term loan and thefra.!:volving> loan are secured by the assets of the Company and by the assets of Questar. The
proceeds from the loans were used © ‘pav a portion of the purchase price for the shares of Questar and closing costs for the
transaction, and for working capital.

Cash Flow Provided by Finandng Aa’mﬂa ‘The Company had net cash provided by financing activides of $15,529,178 for Fiscal
2006 as compared to $1,587,245 prowded by financing activities for Fiscal 2005, The cash provided by ﬁnancmg activides in Fiscal 2006
resulted primarily from the financing in connccnon with the purchase of Questar. The Company financed a porton of the purchase price
for Questar from the issuance of shares’ of its Preferred Stock. As part of the acquisition of Questar, the Company issued and sold to
investors 1,666,667 shares of its SeriesiA-1 Convertible Preferred Stock (valued at $7,500,000, based on a price of $4.50 per share),
and issued to the former shareholders‘ of Questar 222222 shares of Series A-2 Preferred Stock of the Company (valued at
$1,000,000, based on a price of $4. 50 per share). See discussion under “liem 5—Market for Common Equity and Related
Stockholders Matters”.

During Fiscal 2006, options to, purchase 15,750 shares of the Company’s Common Stock were exercised resulting in proceeds
totaling $32,752. Additionally, during Fiscal 2006 optdons to purchase 55,460 shares of the Company’s Common Stock were exercised in a
“Cashless™ transaction which required a}gpfrova.l by the compensation committee. During Fiscal 2005, options to purchase 42,500 shares
of the Company’s Common Stock were] cxcrc1sed resulting in proceeds totaling $28,990. Also, during Fiscal 2005, warrants to purchase
138,047 shares of common stock were exelcised resulting in proceeds of $155,303,

In October 2006, we made the decision o refocus our development, sales and marketing efforts into our growing customary

product line. As a result of this decisif}:{, we incurred a write-off of $610,588. This expense consisted of the net value of costs of
underperforming proprietary products.
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Long-term debt, operating leases and other long-term obligations as of Cctober 31, 2006 mature as follows:

. Payments Due
" More Than 60
Obligations Total 0 -12 months 13— 36.months 37 - 60 months months
Long-term debt $13,865,237 $1,459,502 $3,777,828 $8,627,907 3.
Operating Leases 6,347,386 1,422,196 2,261,360 1977763 686,067
Other long-term
ot (1)
obligations 4,663,777 2731124 1,932,653 - -
TOTAL , .
OBLIGATIONS 324,876,400 35612822 - §1971,841 210,605,670 3686,067

1 Relate to employment contracts in effect at the end of the current fiscal year,

Critical Accounting Policies and Estimates -

The preparation of financial statements and related disclosures in conformity with accounting principles generally
accepted in the United States requires management to make estimates and assumptions that affect the amounts reported in the
Consolidated Financial Statements and accompanying notes. Estimates are used for, but not limited to, the accounting for the
allowance for doubrful accounts, inventories, income taxes and loss contingencies. Management bases its estimates on historical
experience and on various other assumptions that are believed to be reasonable under the circumstances. Actual results could differ
from these estimates under different assumptions or condidons.

The Company believes the following critical accounting policies, among others, may be impacted significandy by judgment,
assumptions and estimates used in the preparation of the un-audited Consolidated Financial Statements:

¢ Revenues from the Company’s sales of its proprietary tests, including sales of the related ancillary materials, are
recognized when the Company ships the physical product from its warehouse. The Company’s revenues from performance
of assessment consulting and psychometric services under long-term contracts are recognized on the pércentage-of-
completion basis pursuant to the provisions of Statement of Position No. 81-1, “Accounting for Performance of
Construcdon-Type and Certain Production-Type Contracts” and Accounting Research Bulletin No. 45, “Long-Term
Construction-Type Contracts”. For each contract, the Company compares the costs incurred in the course of performing
such contract during a fiscal petiod to the total estimated costs of full performance of the contract, and recognizes a
proportionate amount of revenue for such period. -

® As a result of the sale-leaseback of the building, a deferred gain is being recognized over the ten-year term of
the lease as other income for each period.

e Deferred tax assets are recorded based on the Company’s projected future taxable income and the resulting
utilization of the deferred tax assets. To the extent that the Company would not be able to realize all or part of its deferred
tax assets in the future, a valuation allowance against the deferred tax assets would be necessary with a charge to income.

 We test goodwill and other identifiable intangible assets for impairment either annually, as required for goodwill,
or when changes in circumstances or the occurrence of events suggests an impairment may have occurred. The test for
impairment requires us to make several estimates about fair value, most of which are based on total market capitalization as
compared to the carrying value of our net assets. 1f our total market capitalization is at or below the carrying value of our
net assets, it may prompt us to engage a third party valuadon firm to perform a valuation of us or the specific assets to
further assess whether our goodwill or other identifiable intangibles are impaired pursuant to SFAS 142. We consider our
goodwill and other identifiable intangible asset impairment test estimates critical due to the amount of goodwill and other
identifiable intangible assets recorded on our balance sheet and the judgment required in determining fair value amounts.

o The procesé of writing and calibrating 2 test passage takes approximately two years, and all costs associated with the
process are capitalized during this period. Amortization of these costs begins once the development period has elapsed, which in
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most cases, represents the pomt in time at which the new test passage is placed into the test passage bank and becomes available
to be utilized within the Companys existing tests, or the point in time at which a newly developed test becomes available for

sale. Costs capitalized in connecuon with the development of passages used in the Company’s DRP Test have been estimated to -

have a useful life of eleven }ea:s and accordingly, are being amortized over an eleven-vear period. Such amortization costs are

included in the cost of goods sold in that period. Costs capitalized in connection with the development of passages used in all .

other of the Company’s tests have been estimated to have a useful life of seven years and, accordingly, are being amortized over
a seven-year period. 1f these esn.mates of the useful lives of test passages prove to be shorter periods, the Company would be
required to accelerate the amoruzatlon of these passages, resulting in a reduction in income.

s Effectve November 1, 2005, the Company’s 2000 Stock Incentive Plan (the “Plan™) is accounted for in
accordance with the recogmtlon and measutement provisions of Statement of Financial Accounting Standards (“FAS”) No.

123 (revised 2004), Share- Baded Payment {“FAS No. 123”R"), which replaces FAS No. 123, Accounting for Stock-Based

Compensation, and supersedes: Accounting Principles Board Op1m0r1“ ("”APB") No. 25, Accounting for Stock Issued to

Emplovees and related mterppretatlons FAS No. 123(R) requires compensation costs related to share-based payment .

transactions, including employee stock options, to be recognized in the financial statements. In additon, the Company
adheres to the guidance set forth within Securities and Exchange Commuission” (""SEC") Staff Accounting Bulletin®
(""SAB™) No. 107, which provldes the Staff’s views regarding the interaction between FAS No. 123(R) and certain SEC
rules and regulations and provides interpretations with respect to the valuation of share-based payments for public
companies.

Prior to November|1, 2005, the Company accounted for similar transactions in accordance with APB No. 25

which employed the intfinsic value method of measuring compenmuan cost. Accordingly, compensation expense was nat
recognized for fixed stock op r.ions if the exercise price of the option equaled or exceeded the fair value of the underlying

stock at the grant date.

While FAS No, 123 cincouraged recognition of the fair value of all stock-based awards on the date of grant as

expense over the vesting period, companies were permitted to continue to apply the intrinsic value- based method of

accounting prescribed by APB No 25 and disclose certain pro-forma amounts as if the fair value approach of FAS No. 123
had been applied.

In adopting FAS No ' 123(R), the Company applied the modified prospective approach to transition. Under the
modified prospective approach the provisions of FAS No. 123(R) are to be applied to new awards and to awards modified,
repurchased, or cancelled after; the required effective date. Additionally, compensation cost for the portion of awards for
which the requisite service has[not been rendered that are outstanding as of the required effective date shall be recognized

as the requisite service is rendered on or after the required effective date. The compensation cost for that portion of awards -

shall be based on the grant- _date fair value of those awards as calculated for either recognition or pro-forma disclosures
under FAS No. 123.

As a result of the adopnon of FAS No. 123(R), the Companys results for Fiscal 2006 include stock opuon'

compensation expense totalmg $198,014. Such amount has been included in the Consolidated Statements of Operations

within general and admlmstrauve expenses. The Company 'recognized related tax benefits associated with share-based .

compensation arrangements totahng approximately $82,000 during Fiscal 2006. The impact of the adoption is a reduction

of net income before tax and ¥ frer tax for Fiscal 2006 of $198,014 and §116,014, respectively. In addition, basic and diluted .

i
net income per share is decreased by approximately ${0.02). There was no impact on cash flows from operations and cash
flows from financing activities.}

Stock option eompen‘sauon expense in 2006 is the estimated fair value of options granted during fiscal 2006 and
the remaining portion of any unvested and outstanding options granted prior to fiscal 2006, amortized on a straight-line

basis over the requisite servuie period for the entire portion of the award. The Company has not adjusted the expense by -
the amount the estimated fair; value of options forfeited as indicated in FAS No. 123(R) since the forfeiture rate based upon

historical data was determmed to be immaterial.
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SELECTED FINANCIAL DATA -

The following tables summarize certain financial data for the operations of the Company for Fiscal 2006 and 2005,
respectively. See “Financial Statements” in ltem 8 below,

Fiscal Year Ended October 31,

2006 2005

Income Statement Data:

Operating revenues $23,686,213 $11,686,649
Gross profit 0,633,005 5,696,322
Income {loss) from operations (B88,465) 626,937
Income (loss) before income taxes (1,373,637) 728,307
Net income {loss) (1,124,845) 432,529
Diluted income (loss) per share from operatons $(0.23) $0.14
Balance Sheets:

Current assets $10,827,084 $5,633,491
Total assets 36,658,115 11,878,825
Current liabilities 8,825,030 2,786,975
Long-term liabilities 13,193,707 2,232,467
Total liabilities 22,018,737 5,019,442
Working capital 2,002,054 2,846,896
Stockholders’ equity 14,639,378 6,859,383

Cautionary Statement for Purposes of the “S8afe Harbor” Provisions of the Private Securities Litigation
Reform Act of 1995

Certain statements contained in this Report contain “forward-looking statements” within the meaning of the Private
Securites Litigation Reform Act of 1995, These are statements that do not relate strictly to historical or current facts. Such forward-
looking statements involve known and unknown risks and uncertainties. The Company’s actual actions or results may differ
materially from those discussed in the forward-looking statements. These risk factors include, without limitation:

Rapid changes in (i) the technology used to administer standardized tests generally or market educational materials
or (ii) in the policy considerations which determine which test will be administered;

Non-renewal of any of the Company’s material state contracts;
Deficits in state and school budgets;
The loss of any significant customer;

The ability of the Company to compete successfully with the other providers of standardized tests (ree
“Description of Business--Compettion”, above);

The ability of the Company to accommodate any changes in government regulation which may impact the
marketability of its tests (see “Description of Business--Government Regulation”, above);

The ability of the Company to secure additional financing as and when necessary;

The ability of the Company to retain the services of its key management and to attrace new members of the
management team;

The ability of the Company to effect and retain appropriate patent, copyright and trademark protection of its
products; and

Any decrease in the market for educational consulting services.

The Company underiakes no obligation to release publicly any revisions 1o the forward-looking statements or to reflect
events or circumstances after the date of this Report.
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Item 7. FINANCIAL STATEMENTS

Explanatory Note

Financial information required|by this item appears in the pages marked F-1 through F-40 at the end of this Report and are
incorporated herein by reference as if fully set forth herein.

INDEX-TO CONSOLIDATED FINANCIAL STATEMENTS

Page
Reports of Independent Registered Public Accounting Firm(s) F-
2&3
Consolidated Financial Statements:
Consolidated Balance Sheets F-4
Conso]idated.'Statements of Income F-6
Consolidated Statements of Changes in Stockholders’ Equity F-§
Consolidated Statements of Cash Flows F-9
Notes to Consolidated Financial Statements F-11

Item 8. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL
DISCLOSURE

None.
Item BA. CONTROLS ANDJPROCEDURES

The Certifications required bytltem 307 of Regulation S-B are set forth after the signatures to this
Report. :

(a) Evaluation of disclosare cfnlmk and procedures.  As of the end of the most recent fiscal year covered by this Annual
Report on Form 10-KSB, the Compa&y evaluated the effectiveness of the design and operaton of its “disclosure controls and
procedures” (“Disclosure Controls™), and its “internal controls and procedures for financial reporting” (“Internal Controls”). This
evaluation (the “Evaluation”) was donefunder the supervision and with the participation of management, including Andrew Simon,
the Company’s Chief Executive Ofﬁccr (“CEO™ and James Williams, the Company’s Chief Financial Officer (“CFO”). Rules
adopted by the SEC require that in each periodic report filed pursuant to the Securities Exchange Act of 1934, as amended (the
“Exchange Act”); the Company presents’the conclusion about the effectiveness of the Company’s Disclosure Controls and Internal
Controls based on and as of the date ofjthe Evaluation.

Disclosure Controls are proc;glures that are designed with the objective of ensuring that information required to be
disclosed in our reports filed under the'Exchange Act, such as this Annual Report, is recorded, processed, summarized and reported
within the time periods specified in thefrules and forms. Disclosure Controls are also designed with the objective of ensuring that
such information is accumulated and communicated to the Company’s management, including the CEO and CFQ, as appropriate to
allow for timely decisions regarding req’x'lred disclosure. Internal Controls are procedures which ate designed with the objective of
providing reasonable assurance that (-1) the Company’s transactions are propetly authorized; (2) the Company’s assets are
safeguarded against unauthorized or 1rr‘1'f')roper use; and (3) the Company’s transactions are properly recorded and reported, all to
permit the preparation of our financial statements in conformity with generally accepted accounting principles.

The Company’s management does not expect that the Company’s Disclosure Controls or Internal Controls will prevent all
errors and all fraud. Any control systemm, no matter how well conceived and operated, can provide only reasonable, not absolute,
assurance that the objectives of the control system are met. Further, the design of a control system must reflect the fact that there
are resource constraints, and the benefits of controls must be considered relative to their costs. Because of the inherent limitations
in all control systems, no evaluadon of Controls can provide absolute assurance that all control issues and instances of fraud, if any,
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within the Company have been detected. These inherent limitations include the realides that judgments in decision-making can be
faulty and that breakdowns can occur because of simple error or mistake. Additionally, controls can be circumvented by the
individual acts of some persons, by collusion of two or more people,-or by management override of the control. The design of any
systern of controls also is based in part upon certain 2ssumpdons about the likelihood of futare events, and there can be no
assurance that any design will succeed in achieving its stated goals under all potential future conditions; over time, control may
become inadequate because of changes in conditions, or the degree of compliance with the policies or procedure may deteriorate.
Because of the inhetent limitations in a cost-effective control system, misstatements due to error or fraud may occur and not be
detected.

The Evaluation included a review of the controls’ objectives and design, the controls’ implementation by the Company and
the effect of the controls on the information generated for use in this Annual Report. In the course of the Evaluation, we sought to
identify data errors, controls problems or acts of fraud and w confirm that appropriate corrective action, including process
improvements, were being undertaken. This type of evaluation will continue to be done on a quarterly basis so that the conclusions
concerning controls effectiveness can be reported in each quarterly Report on Form 10-QSB and the Annual Report on Form 10-
KSB. The Company’s Internal Controls are aiso evaluated on an ongoing basis by the Company’s finance personnel and by the
Company’s independent auditors in connection with their audit and review activities. The overall goals of these various evaluation
activities are to monitor the Company’s Disclosure Controls and Internal Controls and to make modifications as necessary; it is the
Company’s intent in this regard that the Disclosure Controls and the Internal Controls will be maintained as dynamic systems change
(including improvements and corrections) as conditions warrant.

Among other matters, the Company sought in the Evaluation to determine whether there were any “significant
defictencies” or “material weaknesses” in the Company’s Internal Controls, or whether the Company had identified any acts of fraud
involving personnel who have a significant role in the Company’s Internal Controls. This information was important both for the
Evaluation generally and because items 4, 5 and 6 in the Section 302 Certification require that the CEO and CFO disclose that
information to the Board’s Audit Committee and to the Company’s independent auditors and to report on related martters in this
section of the Quarterly Report. In the professional auditing literature, “significant deficiencies” are referred to as “reportable
conditions”; these are control issues that could have a significant adverse effect on the ability to record, process, summarize and
report financial data in the financial statements, A “material weakness” is defined in the auditing literature as a particularly serious
reportable condition where the internal control does not reduce to 2 relatively low level the risk that misstatements caused by error or
fraud may occur in amounts that would be material in relation to the financial statements and not be detected within a timely period
by employees in the normal course of performing their assigned functions. The Company also sought to deal with other control
matters in the Evaluadon, and in case a problem was identified, we considered what revision, improvement and/or correction to
make in accordance with on-going procedures.

An evaluation was carried out under the supervision and with the participation of the Company’s management, including
the CEO and the CFO, of the effectiveness of the design and operation of our disclosure controls and procedures (as defined in
Rule 132-15(¢) or 15d-15{e) under the Exchange Act) as of the end of the period covered by this Annual Report. Based upon that
Evaluation, the Company’s CEO and CFO have concluded that the Company’s disclosure controls and procedures were effective at
the end of the period covered by this Annual Report and that infermation required to be disclosed by the Company in reports that it
files or submits under the Exchange Act is recorded, processed, summarized and reported within the ume petiods specified in SEC
rules and forms.

As previously disclosed, during the third quarter of Fiscal 2006, the Company acquired during the third quarter of Fiscal
2006 Questar and is thus including in its 2006 Statement of Operations financial results for that entity from the date of acquisition.
The Company is in the process of evaluating Questar’s internal controls and procedures, and has not yet completed such evaluation
for purposes of setting forth its conclusions in this Report. In this process, nothing has come to the attention of the Company so far
which would require the Company to supplement the disclosure contained in this Report.

Prior Year Restatements:

Based on an evaluation in Fiscal 2005 the Company believed that it did not have adequate personnel and technical
resources with respect to accounting for the sale-leaseback of the Company’s headquarters in July 2003, As a result, the gain from
the sale-leaseback was originally recognized in its entirety in the third fiscal quarter of 2003, duting which the sale-leaseback occutred.
After consuling with the Company’s independent registered public zccountants during Fiscal 2005, management concluded that
such gain should have been recognized over the ten-year term of the lease. On May 24, 2005, the Company concluded that the
Company should restate it’s audited consolidated financial statements for the fiscal vears ended October 31, 2003 and 2004, and its
quarterly un-audited consolidated financial statements for the quarters ended July 31, 2003, January 31, 2004, April 30, 2004, July 31,
2004, and January 31, 2005, Such restatements do not affect the Company’s revenues from operations for any of these periods.
These restatements reflect the correction in the Company’s accounting for the sale-leaseback transaction.
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During Fiscal 2006 the Company identified a previously unrecorded liability for employees” earned but unused vacation.
The Company’s policy has been to allodv ’émployees who have earned vacation hours as a result of their employment to carry forward
a limited amount of the unused vacauon at the Company’s fiscal year end into the subsequent period. If an employee were to
terminate employment with the Company, the value {based upon such employee’s daily pay rate) of any earned but unused vacation
would be paid by the Company in the form of a cash payment to the former employee. This carry forward provision within the
Company’s employee benefits policy cteates an accrued Hability that, in accordance with accounting principles generally accepted in
the United States, should be valued and recorded as a liability during each fiscal reporting period. As a result, the Company
tecorded a liability valued at $259,866 and $189,141 for the fiscal years ended Ocrober 31, 2005 and 2004 respectively. The effect of
recording this liability resulted in a redl{cuon of net income before tax of $70,725 and $33,602 for Fiscal 2005 and Fiscal 2004,
respectively. On January 16, 2007 the Compan} concluded that the Company should restate its consolidated financial statements for

Fiscal 2005 and Fiscal 2004, The Audit Committee of the Board also concluded that the financial i impact of such change in unused -

vacation liability on the Company’s url- gudlted consolidated financial statements for individual fiscal quarters ended during Fiscai
2005, 2004 and 2003 was immaterial, and therefore no restatement of the interim financial statements for such periods was deemed
necessary. The restatements for Fiscal 2005 and Fiscal 2004 do not affect the Company’s revenues from operations for either such
fiscal year. These restatements reflect the inclusion of a previously unrecorded liability for employees’ earned but unused vacation.
The restated consolidated financial statemems for Fiscal 2005 and Fiscal 2004 were filed with the SEC on January 26, 2007, The
financial statements for Fiscal 2006 and 2005 included in this Report include a recorded Lability for employees’ ¢arned but unused
vacation.

As of the end of Fiscal 2004 and Fiscal 2005, the Company’s managetnent, including the CEO, concluded that, because the
Company had not separated the CEO and CFO functions, the Company’s Disclosure Controls were not effective at the end of such
fiscal years to ensure that information riequlred to be disclosed by the Company in reports that it files or submits under the Exchange
Act is recorded, processed, summarlzed and reported within the time periods specified in SEC rules and forms. The Board of
Directors of the Company authorized the hiring of a CFO for the Company. In June 20006, the Company hired its current CFO thus
achieving the separation of the CEO funétion and the CFO function.

+

(&) Changes in Internal Canrimlr. There were no changes in the Company’s Internal Controls in the Company’s fourth
fiscal quarter that materially affected, of are reasonably likely to materially affect, the Company’s Internal Controls.
Item 8B. OTHER INFORMATION
None.
: PART III
Item 9. DIRECTORS, EXECUTIVE OFFICERS, PROMOTERS AND CONTROL PERSONS;
COMPLIANCE WITH SECTION 16(a) OF THE EXCHANGE ACT

As of February 28, 2007, the directors and executive officers of the Company were as follows:

Position
Director; Sr. Vice President, TASA; and President, Chief Executive
Officer, BETA

Name
Michael D. Beck

1 Uy e [ et
RN, ) S

Steven R. Berger (02 Director

Donald W. Hughes® Director

Theodore Naegeli 55 Director

Chris L. Nguyenh@ 45 Director

Andrew L. Simon (1) 64 Chairman of the Board of Directors; President, Chief Executive
|1 Officer, TASA

Linda G. Straley 20 Director; Sr. Vice President, and Secretary, TASA

Thomas G. Struzzieri(¥@ 48 Director

David L. Warnock® 49 Director

James J. Williams 39 Chief Financial Officer, TASA

i

m Member of the Audit Commi‘ttcie

@ Member of the Compensation Committee

Each ditector shall hold ofﬁce until the ealiest of the next annuai meeting of the Company’s stockholders or his or her
resignation and until a successor is selected and qualified.
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MICHAEL D. BECK was elected as a Director of the Company in March 1997 and has been Sr. Vice President of the
Company since January 1997, Mr. Beck is also a Director and President and Chief Executive Officer of BETA. Since 1983, Mr.
Beck has been President of BETA, which provides consulting and contractual services to school districts, state education
departments and test and textbook publishers. As of Januvary 2, 1997, BETA became a wholly-owned subsidiary of the Company
and Mr. Beck continues to serve as the President of BETA. Mr. Beck has also provided consuling services on matters of
educational research and assessment for various military, governmental and commercial organizadons. Mr. Beck received an A.B.
from John Carroll University and an M.A. from Fordham University.

STEVEN R. BERGER was elected as a Director of the Company in March 1996 and he also serves on each of the
Company’s Compensation and Audit Committees. Mr. Berger is currently a shareholder in the law firm of Vedder, Price, Kaufman
& Kammholz, P.C. in New York City. The Company has retained Vedder, Price, Kaufman & Kammbholz, P.C. since October 2002
as its special securities counsel. Previously, Mr. Berger was a partner in the law firm of Salans from January 1989 through September
2002. Salans acted as special securittes counsel to the Company from January 1995 through September 2002. Mr. Berger received an
A.B. from Harvard University and a J.D. from Harvard Law School.

DONALD W. HUGHES was elected as Director in June 2001, Since July 2001, Mr. Hughes has served on, and is
Chairman of, the Company’s Audit Commirttee. Since 1999, Mr. Hughes has served as Executive Vice President and Chief Financial
Officer of Camden Partners, Inc. and a member of and Chief Financial Officer of Camden Partners Holdings, LLLC, each of which is
an affiliate of Cahill Warnock. Mr. Hughes has served as an officer of Cahill Warnock since February 1997 and is a General Partner
and Chief Financial Officer of Cahill Warnock, Prior to joining Cahill Warnock in February 1997, Mr. Hughes had served as Vice
President, Chief Financial Officer and Secretary of Capstone Pharmacy Services, Inc. from December 1995 and as Executive Vice
President and Chief Financial Officer of Broventure Company, Inc., a closely-held investment management company, from July
1984 10 November 1995, Mr. Hughes also serves on the board of New Horizons International, Inc. and Accruir, LLC. Mr. Hughes
received a B.A. from Lycoming College and an M.SF. from Loyola College in Marytand, and is a Certified Public Accountant.

THEODORE NAEGELI was elected as a Director in September 2006. Mr, Naegeli is one of the founders of Questar
Educational Systems, Inc. and served as its CEQ from its inception untl its sale to TASA in May 2006. In addition to those duties;
he has served as President of Questar Data Systems, Inc. since 1991, In addidon, Mr. Naegeli served as President of National
Business Systems, Inc. (NBS) from 1994 to 2001. He was CFO of NBS prior to taking over the presidency, Mr, Naegeli worked as a
CPA in public accounting prior to joining NBS. He holds a B.S. in Accounting from the University of Minnesota.

CHRIS L. NGUYEN was elected as a Director at the Annual Stockholders Meeting of the Company in April 2004, Mr.
Nguven was a senior executive with Sylvan Learning Systems from 1989 to 1996. During his tenure at Sylvan, Mr. Nguyen was
COO of Sylvan’s computer-based testing division, Sylvan Prometric. From 1996 through 2001, Mr. Nguyen was President and CEO
of Caliber Learning Network, a publicly-traded company specializing in distance learning services for adults, Currendy, Mr. Nguyen
is the principal and owner of Dynanet Consultng Services, LL.C. Dynanet provides management consuling and technology
development services to companies within the education and testing markets. Mr. Nguyen received a B.A from Johns Hopkins
University. '

ANDREW L. SIMON was elected as Director and as President in March 1995. Mr. Simon serves as Chairman of the
Board of Directors. Mr. Simon is also a Director and Secretary of BETA, He served as laterim President of TASA from June 1994
through March 1995. He was a founder of the Company and previously served as a Director from 1976 to 1991 and has acted as a
financial consultant to the Company since its inception in 1976. From 1983 1o 1986, he was a Vice President/ Marketing Division
Head in the Private Clients Group at Bankers Trust Company, He was a Vice President at Ciubank, NA, where he held a number of
sentor markeung and sales positions, from 1980 to 1983. Prior to 1980, Mr. Simon served as Marketing Director for several
consumer package goods companies including Norcliff-Thayer and Lederle Laboratories. He holds an M.B.A. from Columbia
University and a2 B.A, from Washington University. Mr. Simon is on The George Washington University National Council for
Education and Human Development and a director of The Hudson Valley Trust.,

LINDA G. STRALEY was elected as a Director of the Company and has been St. Vice President since June 1994, From
June 1994 through March 1995, she was Chairman of the Board of Directors. She has been Secretary since August 1992 and, from
1984 to 1994, she served as director of DRP Services for the Company. Ms. Straley received a B.A. in Education from Bethany
College and an M.S. in Educational Psychology and Statisties from the State University of New York.

THOMAS G. STRUZZIERI was elected a Director of the Company in June 2000. He serves on each of the Company’s
Audit and Compensation Committees. Mr. Struzzier is the owner of Horse Shows In The Sun (HITS). Based in Saugerties, New
York, HITS produces horse shows in California, Florida, Virginia, New York, and Adzona. Mr. Struzzieni is a director of the United
States Equestrian Federation, and is a founding member and 2 director of the United States Hunter/Jumper Association. He also
serves on the Board of Directors of the United Way of Ulster County and the Ulster County Development Corporation, and is a
member of the SUNY Ulster County Community Colege Board of Trustees. Mr. Struzzieri is a member of the Chamber of
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Commerce of Ulster County as well as the Business and Community Leaders’ Advisory Committee of the Institute of Ecosystem
Studies. Mr. Struzzieri attended VassarjCollege.

DAVID L. WARNOCK was elected as a Director of the Company in October 1998 and, since that time, he has also served
on the Company’s Compensation Com'mlttee Since 1999, Mr. Warnock has been President and Chief Executive Officer of each of
Camden Partners, Inc. and Camden Partners Holdings, LLC, each of which is an affiliate of Cahill Warnock. Mr. Warnock is a
founding partner of Cahill, Warnock &!Company LLC, an asset management firm established in 1995 to invest in small public
companies. From 1983 to 1995, Mri }Vamock was with T. Rowe Price Associates in senior management positions, including
President of the corporate general partner of T. Rowe Price Strategic Partners and T. Rowe Price Strategic Partners 11, and as the
. Execuuve Vice President of T. Rowe Pnce New Horizons fund. Mr. Warnock also serves on the Boards of Directors of Bridges
Learning Systems, The National Alhance to End Homelessness, the Center for Fathers, Families and Workforce Development,
Nobel Learning Communites, Inc., and American Public Educadon, Inc. Mr. Warnock received a B.A. in History from the
University of Delaware and a Masters in Finance from the Univ ersity of Wisconsin,

JAMES J. WILLIAMS was appbointcd Chief Financial Officer of TASA in June 2006. Pdor to his employment at TASA,
Mtr. Williams held senior financial and operanonal roles for Tech Depot, one of the major subsidiaries of Office Depot, an industry
leader in the distribution and sale of ofﬁce supply products. Prior to his position at Office Depot, Mr. Williams was the Chief
Financial Officer for 4SURE.com, a pnvately held organization specmhzmg in the sale of technology products to businesses and
public institutions. From 1993 through 1999 Mr. Williams held senior financial posidons within Daymon Associates, Inc. and Louis
Vuitton Moet Hennessey (LVMH), I‘\*Ir Williams holds a degree in Accounting from Pace University. He is a certified public
accountant (CPA) with memberships in the New York State Society Cerdfied Public Accountants (NYSSCPA) and the American
Instirute of Certified Public Accountants (AICPA).
Item 10. EXECUTIVE COMPENSATION
The following table shows compensation for services rendered to the Company during Fiscal 2006 and 2005, respectively,
by the Chief Executive Officer, the Chief Financial Officer, the President of BETA, and the Senior Vice President of TASA, a
President of ADI, and the former Sr. VICC President of the Company’s proprietary unit. Each executive officer serves under the
authority of the Board of Directors. No Sther executive officer of the Company received cash compensation that exceeded $100,000
during Fiscal 2006, Therefore, purSuarlltito Itemn 402 of Regulaton S-B, only compensation for each of the persons listed below is
shown in the Summary Compensation Table below.

SUMMARY COMPENSATION TABLE

| I | | [
Annual Compensation Long-Term Compensation
Awards Payouts
Name and Principal Year Salary (3) | Bonus ($) Other Restricted Securites LTIP All Other
Position Annual Srock Underlying | Payouts | Compen-
Compen- | Award(s) Opton/ ® sation
sation () SARs() ®

Andrew L. Simon, 2006 1 §| $288,167 | $195,000 §24,657@ 0 50,000/0@ 0 0
President and Chief 2005 $244,000 - $24,311@ 0 - @ 0 0
Executive Officer

Michaet D. Beck, St. Vice 2006 1 | $185,417 | $60,000 $23,3460) 0 20,000/0® 0 0
President, TASA; President | 2005 $175,000 - $24 5890 0 <) 0 0
and Chief Execudve

Officer, BETA

Linda G. Straley 2006 $149,323 | $20,000 $16,591@ 0 15,000/0® 0 0
Sr. Vice President and 2005 $113,000 0 $14,830® 0 6,000/0® 0 0
Secretary, TASA

Martin Borg, 20061 k| $175,000 -- $13,5819 0 0/05 0 0
President, ADI 20051} 0 40,000/0 0 0
Anne H. Cheevers 2006 |t $170,000 -- $5,539€ 0 0/06 0 0
Senior Vice President & 2005 $114,024 $35,000 $3,127® 0 40,000/0© 0 0
COO TASA (terminated

effective February 2007)
James ). Williams, 2006 1 1] $104,146 | $50,000 $1,710% 0 50,000/00 0 0
Chief Financial Officer 2005 - - - - - - -

(hired [une 20006)
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(1) To date, the Company has issued no SARs.

{2) Includes: contributions to the Company’s qualified 401(k) Profit Sharing Plan (the “401(k)"") and the Company’s Money
Purchase Pension Plan {the “Pension Plan”) of $11,000 in Fiscal 2006, and $10,500 in Fiscal 2005; and $8,250, and $8,250, for a
company car in Fiscal 2006 and 2005, respectively. Also includes: stock options issued pursuant to the Company’s 2000 Stock
Incentive Plan after the end of each of Fiscal 2006 and Fiscal 2005 in respect of such fiscal vears, respectively.

(3) lIncludes: contributons to the Company’s 401(k} and Pension Plan of $9,321 in Fiscal 2006, and $10,500 in Fiscal 2005; and
$8,906, and 38,906 for a company car in Fiscal 2006 and 2005, respectively. Also includes: stock opdons issued pursuant to the
Company’s 2000 Stock Incentve Plan after the end of each of Fiscal 2006 and Fiscal 2005 in respect of such fiscal years,
respectively.

(49) Includes: contributions to the Company’s 401(k) and Pension Plan of $7,521 in Fiscal 2006, and $6,305 in Fiscal 2005; and
' $3,540 and $3,540 for a company car in Fiscal 2006 and 2005, respectively. Also includes: stock options issued pursuant to the
Company’s 2000 Stock Incentive Plan after the end of each of Fiscal 2006 and Fiscal 2005 in respect of such fiscal years,
respectively.

(5) Includes: contributions to the Company’s 401(k) and Pension Plan of $8,750 in Fiscal 2006; Also includes: stock options issued
pursuant to the Company’s 2000 Stock Incentive Plan after the end of Fiscal 2006.

(6) Includes: contributions to the Company’s 401(k) and Pension Plan of $708 in Fiscal 2006; stock options issued pursuant to the
Company’s 2000 Stock Incentive Plan upon hiring and after the end of Fiscal 2005 in respect of such fiscal year.

(1) lacludes: stock optj.oné issued pursuant to the Company’s 2000 Stock Incentive Plan upon hiring; also includes incentive bonus
of $50,000 upon hiring,

Employment Contracts

. On March 1, 1996, the Company entered into an employment agreement with each of Andrew L. Simon and Linda G.
Straley, pursuant to which the Company agreed to employ Mr. Simon and Ms. Straley, and each of Mr. Simon and Ms. Straley agreed
to remain, as the Company’s President and Chief Executive Officer, and Sr. Vice President, respectively, for a term of three years,
subject to automatic yearly extensions and certain rights of termination as provided in each such agreement.

As of January 2, 1997, the Company entered into an employment agreement with Michael . Beck, pursuant to which the
Company agreed o employ Mr. Beck, and Mr. Beck agreed to remain, as Sr. Vice President of TASA and President and Chief
Executive Officer of BETA, for a term of three years, subject to automnatic yearly extensions and certain rights of termination as
provided in such agreement.

In the employment agreements with each of Messrs. Simon and Beck and Ms. Straley, the Company has agreed to provide
for certain benefits and protections for such executive officers in connection with a change of control of the Company. Such
agreements provide that upon the occurrence of a change of control (as defined in each agreement) and the termination of such
executive’s employment agreement, each such executive officer would be awarded a lump sum bonus equal to and one-half times
such executive officer’s base salary plus such executive’s highest annual bonus during the preceding three fiscal years, such lump sum
bonus to be paid for each of three years following termination of employment following a change in control.

In February 2005, the Company entered into an employment agreement with Anne H. Cheevers as Senior Vice President
and Chief Operating Officer, TASA — Propnetary Division, for an initial one-year term, automatically renewable for additonal one-
year terms, subject to early termination notices given by either party prior to the expiration of the then current term. The Company
has elected not to renew Ms. Cheever's employment contract after February 2007,

in June 20006, the Company entered into an employment agreement with James ). Williams as Chief Financial Officer of
TASA for a two vear term subject to early termination notices given by either party pror to the expiration of the current term.
Pursuant to such employment agreement, Mr. Willlams will be paid an annual base salary of $250,000, receive an annual car
allowance of $7,200, and will be eligible to receive annual incentive bonus. As condition of his employment, Mr. Williams was paid a
$50,000 bonus in November 2006. Mr. Williams was granted 50,000 options to purchase shares of the Company’s Common Stock
pursuant to the Company’s stock option plan, at an exercise price of $4.50 per share, subject to vesting to a three year vesting
schedule. '

The Company entered in two-year employment agreements with the two officers of AEC. Pursuant to the agreements, the
officers of AEC are entitled to a base salary and bonuses determined by the attainment of certain performance goals. In addition, an
aggregate of 50,000 options to purchase shates of the Company’s Common Stock were granted to such persons pursuant to the 2000
Stock Incentive Plan at $3.06 per share.
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The Company has entered into employment agreements for an initial forty-month term with two of the former
shareholders of ADIL.  In addition, the { former shareholders of ADI who are continuing with ADI were granted an aggregate of
60,000 options to purchase additional ‘h'lrc‘; of the Company’s Common Stock, at an exercise price of $3.75 per share, subject to
vesting upon the completion of one yc'ar of employment. The Company also entered into an employment agreement for an initial
twenty-eight month term with a key employee of ADL

The Company has entered int? 'employmem agreements for an initial twenty-four month term with certain members of the
management of Questar. Such employment agreements with the Questar management team include non-competition covenants and
proprietary rights agreements, :

Generally, each employee of tlh]* Company has agreed to the assignment to the Company of the employee’s rights to any
inventions relating to the Company’s bl|1smcss or interest which were conceived both prior to and during the peried of employment
and, except under certain specified conditions, the Company’s employees are prohibited from competing for one year with the
Company in areas in which he or she waslemploved.

Stock Incentive Plans

The Board of Directors of thejCompany adopted the 1991 Stock Option Incentive Plan (the “Option Plan”) on August 25,
1991 in order to attract and rerain quahf ied personnel, which Option Plan was approved by the stockholders on August 25, 1991,
The Boatd of Directors adopted the Amended and Restated 1991 Stock Option Incentive Plan (the “Amended Option Plan”) in
February 1996, which Amended Opnon Plan amended and restated the Option Plan and was approved by the stockholders of the
Company on March 29, 1996, Under thc Amended Opdon Plan, options to purchase up to 625,000 shares of Commeoen Stock were
available to be granted to employees, officers, directors and consultants of the Company. The Amended Option Plan terminated in
2001, after which no further options ot stock awards may be issued under the Amended Option Plan; all options and other stock
awards outstanding under the Amendcd Optlon Plan at the terminadon date shall continue to be outstanding and may be exercised
in accordance with their respective terms, Juntil such options or other stock awards expire by their terms.

The Board of Directors of the Company adopted the 2000 Stock Incentive Plan {the “2000 Plan”) in February, 2000. The
stockholders of the Company approv ed the 2000 Plan at the Company’s Annual Meeting of Stockholders held on March 31, 2000.
Under the 2000 Plan, opdons or other stock awards with respect to up to 300,000 shares of the Company’s Common Stock may be
granted to empIO) ces, officers, d1rectors and consultants of the Company. In additon, any options outstanding under the Amended
Plan, which expire after the adoption oF‘ the 2000 Plan, are added to the number of shares available under the 2000 Plan, The terms
of the 2000 Plan are substantally ldenUCa] to the terms of the Amended Option Plan, except for provisions with respect to the
number of shares which may be issued] under the 2000 Plan and the expiration date of the 2000 Plan. At the Annual Meeting of
Stockholders held on April 29, 2005, the 1stockho]dc::rs approved an amendment to the 2000 Plan increasing by 200,000 the number
of shares eligible to be issued pursuant t the 2000 Plan.

Each of the Amended Opnon Plan and the 2000 Plan (collectively, the “Option Plans™) is administered by the
Compensation Committee of the Board of Directors (the “Committee”). Subject to the terms of the Option Plans, the Committee is
authorized to select opuonees and determmc the number of shares covered by each option and certain of its other terms. The
exercise price of stock options grantcd Under the Opdon Plans may not be less than the fair market value of the Company’s
Common Stock on the date of the grant. In general, options become exercisable after the first anniversary of the date of grant.
Effective for options granted under the!2000 Plan in Fiscal 2006 and thereafter, such optons will become exercisable in three equal
annual installments following the grant'dzne The period within which any stock option may be exercised cannot exceed ten years
from the date of grant. Options held b)'!,z terminated employee cxplrc three months after termination except in the event of death,
disability or termination for cause. No| onc partctpant may receive, in any one fiscal year, awards under the Option Plans which
would entitle the participant to receive more than 50,000 shares.

The following table summarizes the opnons granted, exercised and cancelled or expired under the Amended Option Plan
and the 2000 Option Plan during the préceding three fiscal years:

Fiscal 2006 Fiscal 2005 Fiscal 2004
Options granted 142,500 216,000 73,000
Optons exercised 70,210 45,000 19,250
Restricted shares awarded - - -
Opdons canceled/expired ‘ 51,025 53,500 --

As of October 31, 2006, optdons to purchase up to an aggregate of 463,300 shares were outstanding under the 2000 Pian.
As of October 31, 2006, options to pu}chasc up to an aggregate of 256,553 shares were outstanding under the Amended Opticn
Plan.
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OPTION/SAR GRANTS IN FISCAL YEAR ENDED OCTOBER 31, 2006

(INDIVIDUAL GRANTS)
Number of Percent of Total
Securities Options/SARs
Underlying Granted o
Options/SARs(® Employees in Exercise Or Base
Name Granted (#) Fiscal Year Price (§/Share) Expiration Date
Andrew L, Simon,
President and Chief Executive Officer 50,000 35% $4.50% 6/1/2016
Michael D. Beck,
St. Vice President, TASA; President and
Chief Executive Officer, BETA 20,000 14% $4.50% 6/1/2016
Linda G. Straley,
St. Vice President and Secretary, TASA 15,000 1% $4.50* 6/1/2016
Martin Borg,
President, ADI 0 — -- -
Anne H. Cheevers,
Senior Vice President, TASA (employment
will cease February 2007) 0 - - . --
James ]. Williams, .
Chief Financial Officer, TASA 50,000 35% - 34.,50% 6/26/2016

¢y To date, the Company has issued no SARs.
) The exercise price on these particular grants for the listed employees was issued at a premium to the normal
prevailing exercise price, and was equal to the conversion price of Preferred Stock issued in connection with the Questar acquisition.

AGGREGATED OPTION/SAR EXERCISES IN FISCAL YEAR ENDED OCTOBER 31, 2006
AND FISCAL YEAR-END OPTION/SAR VALUES

Number of Securities

Underlying Value of Unexercised In-
Unexercised the-Money
Optdons/SARs™ at Options/SARs™ at
FY-End (#) FY End (§)
Shares Acquited  Value Realized Exercisable/ Exercisable/
Name on Exercise (#) & Unexercisable Unexercisable

Andrew L. Simon, President, Chief
Executive Officer and Chief Financial
Officer 23,434(3) $165,127 135,791 /50,000 $862,273/8317,5009@

Michael D. Beck, Vice President,
TASA; President and Chief Executive

Officer, BETA - -- 63,500/20,000 $403,225/$127,000@
Linda G. Straley, Vice President and - .
Secretary, TASA 1,875 35,625 72,675/15000 $461,486/%95,2509)
Martin Borg,

President, ADI ‘ - - 40,000/0 $254,000/0@

Anne H. Cheevers, Senior Vice
President, TASA (employment will cease

February 2007) 0 0 40,000/0 $254,000/0@
James J. Williams, Chief Financial _ .
Officer, TASA 0 0 0/50,000 0/$317,500@

(1) To date, the Company has issued no SARs. Amounts are calculated net of exercise price of the options.

(2) Based on the closing price of the Company’s Common Stock on NASDAQ on October 31, 2006, of §6.35.

(3) Inan exception to the compensation committee’s normal practice, it allowed the option holder to exercise 55,459.50 options on
a cashless basis resulting in 21,559 shares outstanding after the exercise. This is the only cashless exercise that the compensaton
committee has ever allowed under this plan. Mr, Simon also exercised 1,875 options with cash consideraton of §5,625.
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Directors Compensation

The Board of Directors of the Company adopted the Directors Plan in February 1996 in order to aid the Company in
attracting, retaining and motvating indgtpcndent directors, which Directors Plan was approved by the stockholders of the Company
on March 29, 1996, The Directors Plan initially authorized awards up to an aggregate of 25,000 shares of Common Stock. In
February 2000, the Board of Directors épproved an amendment to the Directors Plan increasing to 75,000 the number of shares
which may be the subject of stock opu})t'}s under the Directors Plan. The stockholders of the Company approved such amendment
at the Annual Meeting of Stockholders on March 31, 2000. At the Annual Meeting of Stockholders held on April 29, 2005, the
stockholders approved amendments to1the Directors Plan to increase by 75,000 the number of shares eligible to be issued pursuant
to the Directors Plan and to extend thc expiration date of the Directors Plan from March 2006 to April 30, 2010. Under the
Directors Plan, non-qualified stock opnons to purchase up to 150,000 shares of Common Stock may be granted to non-employee
directors of the Company, which opnons are granted automatically at the times and in the manner stated in the Directors Plan.

Subject to the terms of the Directors Plan, each non-employee director receives 3 ;000 optons on the day he (she) firse is
elected to the Board of Directors, and >2 500 options on the date of each annual meeting of the stockholders of the Company,
provided he (she) is re-clected to the Board of Directors. The exercise price of stock options granted under the Directors Plan is the
fair market value of the Company’s Cofmmon Stock on the date of g grant. The options become exercisable after the first anniversary
of the date of grant and the term of theloption cannot exceed ten years. Effective for options granted under the Directors Plan in
Fiscal 2006 and thereafter, such options will become exercisable in three equal annual installments following the grant date. On
April 25, 2003, the Company granted{l[) 000 optons under the Directors Plan; on April 30, 2004, the Company granted 15,000
options under the Directors Plan, on Apnl 29, 2005, the Company granted 12,5300 options under the Directors Plan and on April 27,
2006 the Company granted 12,500 opuons under the Directors Plan. In Fiscal 2006, zero options under the Directors Plan were
exercised. As of October 31, 2006, an ‘zggregate of 78,750 options were outstanding under the Directors Plan.

Effective in Fiscal 2007 each lmdependem: Director will receive, in addidon to the annual stock opdon grant as prescribed
by the Directors Plan, a monetary compensation award of $2,500 each fiscal quarter.

Othet Plans

Consultants Stock Incentive Planl {In March 1997, the Board of Directors of the Company adopted the Consulrants Plan,
pursuant to which options to pur(:hascl up to 50,000 shares of Common Stock may be granted to consultants to the Company. The
Consultants Plan is administered by the Board of Directors of the Company. Subject to the terms of the Consultants Plan, the

1y

Board is authorized to select optionees and determine the number of shares covered by each option and certain of its other terms.
In general, the exercise price of stock {options granted under the Consultants Plan is the fair market value of the Company’s
Common Stock on the date of the grant; however, the Board has the discretion to use another method of valuation if it determines
that such other valuaton is warmnted In general, opuons become exercisable six months from the date of grant, although the
Board has discretion to set either longer or shorter vesting periods. The period within which any stock opnon may be exercised
cannot exceed ten years from the date Iof" grant. If a consultant’s association with the Company is terminated prior to the end of its
agreed term, all unexercised, deferred and unpaid awards shall be canceled immediately, except in the event of the Consultant’s death
or disability. As of October 31, 2006, 7 500 options were outstanding under the Consultants Plan,

Profit Sharing Plan. The Company has a qualified 401(k) Profit Shating Plan. For fiscal years ended before November 1,
2000, the 401(k) Plan allowed eligible employees to contribute up to 15 percent (15%) of income through Company contributions
and a salary reduction mechanism. Company contributions to the 401(k) Plan are optional and accrue at the discreton of the Board
of Directors. Effective November 1 12000 the Company amended the 401(k) Plan to provide a matching component under the
401(k) Plan of up to five percent (5%) of each eligible employee’s compensaton. In addition, the eligibility requirements were
amended to provide that an employeeji lS not eligible undl completing twelve months, or one thousand hours, of employment, and
may only enter the 401(k) Plan at speaﬁed enLry dates.

Meoney Purchase Pension Plan. 1n October 1991, the Company adopted a Money Purchase Pension Plan, which has been
qualified by the Internal Revenue Servite. Under this Plan, for fiscal years ended before November 1, 2000, the Company was
required to make an annual contribuu'o'nf 1o the Plan equal to ten percent (10%) of each eligible employee’s compensation. Effective
November 1, 2000, the Company amended the Plan to exclude highly compensated employees and to reduce the contribution to five
percent (5%} of each eligible employeé’s: compensation. In additon, the eligibility requirements were amended so that an employee
is not eligible until compledng twelve; months, or one thousand hours, of employment, and may only enter the Pension Plan at
specified entry dates.

Qouestar Educational Systers, In: Refirement Savings Plan. In connection with the acquisition of Questar in Fiscal 2006, the
Company assumed the existing cmployees retirement plan. Questar has a qualified 401(k) Profit Sharing Plan. The Company
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matches 100 percent of the first $250 of each employee's contributions, then 50 percent of contributions thereafter up to a maximuom
of $2,500 or 2.5 percent of employee earnings, whichever is reached first. Eligibility requirements are a minimum of 18 years of age
with at least six months of service with the Company.

For Fiscal 2006 and 2005, the Company’s retirement costs totaled $352,647 and $262,723, respectively.
Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Securities Exchange Act of 1934 requires the Company’s directors, executve officers and persons who
own beneficially more than ten percent of the Company’s outstanding common stock to file with the SEC initial reports of beneficial
ownership and reports of changes in beneficial ownership of common stock and other securities of the Company on Forms 3, 4 and
5, and to furnish the Company with copies of all such forms they file. Based on a review of copies of such reports received by the
Company, all of the Company’s directors and officers timely filed all reports required with respect to Fiscal 2006.

Itern 11 SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The following table sets forth certain information regarding the beneficial ownership of the Company’s Common Stock, as
of February 28, 2007, by (i) each person who is known by the Company to own beneficially more than 5% of the Company’s
outstanding Common Stock; (if) each of the Company’s officers and directors; and (i) all officers and directors as a group.

As of February 28, 2007, there were 3,011,561 shares of Common Stock outstanding, Each share of Common Stock is
entitled to one vote per share.

Name and Address of Beneficial Owners Shares of Common Stock  Petcent of Common Stock
and Directors and Officers Beneficially Qwned Beneficially Owned

5% Beneficial Owners:

Cahill, Warnock Strategic Partners Fund, L.P. 592 8491 19.7%
c¢/o Cahill, Wamock & Co., LLC

500 East Pratt Street, Suite 1200

Baliimore, MD 21202

Camden Partners Straregic Fund II1, L.P. 1,600,167% 34.8%
¢/o Camden Partners Strategic Manager, LL.C '
500 East Pratt Street, Suite 1200

" Baltimore, MD 21202

Midsouth Investor Fund L.P. 215,000 7.1%
1776 Peachtree St., N.W . Suite 412 North
Adanta, GA 30309

Kevin Gruneich 185,600 6.2%
12 White Pine Canyon Road
Park Ciry, UT 84060

Officers and Directors

Michael D. Beck 198,875% 6.5%
4 Hardscrabble Heighuts
Brewster, NY 10509

Steven R. Berger 9,375 *
805 Third Avenue
New York, NY 10022

Donald W. Hughes 2,307,368 49.2%
500 East Pratt Sereet, Suite 1200
Baltmore, Maryland 21202

Theodore Naegeli - 43,4886 7 1.4%
2905 West Service Rd.
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FEgan, MN 55121

Chris .. Nguyen 7,5007 *
4204 St. Paul Street

Baltimore, Maryland 21218

Andrew L. Stmon 250,4688 8.0%
4 Hardscrabble Heights

Brewster, NY 10509

Linda G. Straley 126,244° 4.1%
4 Hardscrabble Heights

Brewster, NY 10509

Thomas G. Struzzieri 22 50010 *
319 Main Street

Saugerties, NY 12477

David L. Warnock
500 Bast Pratt Street, Suite 1200
Baldmore, Maryland 21202

2,309,241 49.3%

James Williams o2 *
4 Hardscrabble Heights

Brewster, NY 10509

10 PN | S | (AMIVIIYY | OO SNARY SN 1) A,

Officers and Directors as a Group {10 persons) 2,982,69113 57.0%

* Less than 1%

1

Excludes 32,850 shares owned by{Strategic Associates, L.P., an affiliate of Cahill, Warnock Strategic Partners Fund, L.P. (the
“Fund™), but as to which the Fundldisclaims beneficial ownership. (“Strategic Associates”; together, with the [Fund, the “Cabhill,
Watnock Entities”). Pursuant to the Investor Rights Agreement (the “Investor Rights Agreement”) between the Company and
the Cahill, Warnock Enuties, the CTQmpany has agreed that so long as the Cahill, Warnock Entities own at least 50% of the
shares issuable or issued pursuant tEwarrants held by the Cahill, Warnock Entities), the Cahill, Warnock Entities have the right
to nominate two directors to the Board of Directors of the Company. David L. Warnock and Donald W. Hughes are the two
current directors who were nomifted by the Cahill, Warnock Entities. Pursuant to the Investor Rights Agreement, the
directors and executive officers offthe Company have agreed, at cach meeting of stockholders for the purpose of electing
directors, to cast their eligible voies in favor of the nominees of the Cahill, Warnock Entities. Edward L. Cahill, David L.
Warnock and Donald W. Hughes e general partners of Cahill, Warnock Strategic Partners, L.P. (“Cahill, Warnock Partners™),
the Fund’s sole general partner, and the sole general partner of Strategic Associates. Each of David L. Warnock and Donald
W. Hughes is also 2 director of the’éompany (see footnotes 6 and 11 to this rable).

Includes 1,600,167 shares of Common Stock which are issuable upon conversion of 1,600,167 shares of Series A-1 Preferred
Stock, subject to and-dilution adju%nents Excludes 66,650 shares of Common Stock which are issuable upon conversion of
66,650 shares of Series A-1 Prcferred Stock owned by Camden Partners Strategic Fund I11-A, LP. (“Camden ilI-A"), an
affiliate of Camden Partners Strateglc Fund 11I, L.P. (the “Camden IIT”), but as to which Camden 111 disclaims beneficial
ownership. (Camden IIT and Camden 111-A, the “Camden Entities’ 7). David Warnock and Donald Hughes, who are directors
of the Company, are each managersfof Camden Partners Strategic Manager, IL.C. Each of David L. Warnock and Donald W.
Hughes is also a director of the Company (see footnotes 6 and 11 to this table).

Includes (i) 42,000 shares which are, owned jointly with Mr. Beck’s wife, (if) 9,375 shares owned by Mr. Beck’s daughter, and
(i) 63,500 shares which Mr. Beck- has the right to acquire upon the exercise of currently exercisable stock options or options
that will become exercisable withi 60 days. Excludes: (i) 9,375 shares owned by Mr. Beck’s wife, as to which Mr. Beck
disclaims beneficial ownership, andl(ii) 20,000 shares which are the subject of options which are not currently exercisable.

Includes 9,375 shares which Mr. Berger has the right to acquite upon the exercise of currently exercisable stock options or
stock options which become exercisable within 60 days, and excludes 2,500 shares which are the subject of options that are not
currently exercisable.

Includes (i) 625,699 shares owned by the Cahill Warnock Endties, (ii} 1,666,667 shares of Common Stock issuable upon
conversion of shares of Series A-1jPreferred Stock owned by the Camden Endties, and (iif) 15,000 shares which Mr. Hughes
has the right to acquire upon the exercise of currently exercisable options or stock options which become exercisable within the
next 60 days. Excludes 2,500 sharesjwhich are the subject of options that are not currently exercisable.
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6 Includes 43,488 shares of Common Stock issuable upon conversion of shares of Series A-2 Preferred Stock.

7 Includes 7,500 shares which Mr. Nguyen has the right to acquire upon the exercise of currently exercisable stock optoens or
stock options which become exercisable within the next 60 days. Excludes 2,500 shares which are the subject of options that
are not currently exercisable.

8  Includes 135,791 shares which Mr. Simon has the right to acquire upon the exercise of currendy exercisable stock optons or
stock options that will become exercisable within 60 days. Excludes: (i) 375 shares of Common Stock owned by the retirement
account of Mr. Simon’s wife, as to which Mr. Simon disclaims beneficial ownership, and (ii) 50,000 shares which are the subject
of stock options that are not currently exercisable.

9 Includes 73,675 shares which Ms. Straley has the right o acquire upon the exercise of currenty exercisable stock options or
options that will become exercisable within 60 days. Excludes 15,000 shares which are the subject of options that are not
currently exercisable.

10 Includes 17,500 shares which Mr, Struzzieri has the right to acquire upon the exercise of currently exercisable stock options or
options which become exercisable within the next 60 days. Excludes 2,500 shares which are the subject of options that are not
currently exercisable.

11 Includes (i) 625,699 shares owned by the Cahili Warnock Entites, (i) 1,666,667 shares of Common Stock issuable upon
conversion of shares of Series A-1 Preferred Stock owned by the Camden Entides, and (iii) 10,000 shares which Mr, Warnock
has the right to acquire upon the exercise of currently exercisable options or stock options which become exercisable within the
next 60 days. Excludes 2,500 shares which are the subject of options that are not currently exercisable,

12. Excludes 50,000 shares which are the subject of options that are not currently exercisable.

13 Includes 329,841 shares which officers and directors have the right to acquire upon the exercise of currendy exercisable stock
options or optons which become exercisable within the next 60 days. Includes shares beneficially owned by Messrs. Warnock
and Hughes through the Camden Entities and the Cahill Warnock Entities. Excludes 147,500 shares which are the subject of
options that are not currently exercisable.

Item 12. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

Cahill Warngck Transactions. In November 1998, the Company issued and sold to the Cahill, Warnock Entities 8% Debentures due
2003 (the “Debentures”), in the aggregate principal amount of $4,000,000, and as additional consideration for purchasing the
Debentures, Warrants to acquire shares of the Company’s Common Stock, which, on the closing date of such transacton,
consatuted 20% of the Company’s issued and outstanding common stock on 2 fully diluted basis. The Debentures were repaid in
Fiscal 2003, and a portion of the Warrants held by the Cahill, Warnock Entties expired at the end of Fiscal 2003. The Cahill
Warnock Entities exercised its remaining 138,047 warrants outstanding in December 2004 (after the end of Fiscal 2004), resulting in
addidonal paid-in capiral to the Company of $155,303. As of the date of this Report, the Cahill Warnock Entities beneficially own
20.8% of the Company’s outstanding Common Stock, fully-diluted.

Pursuant to an investor rights agreement between the Company and the Cahill, Warnock Entives, the Company has agreed that so
long as the Cahill, Warnock Entities own at least 50% of the shares issued upon exercise of such Warrants, the Cahill, Warnock
Entities shall have the right to nominare two directors to the Board of Directors of the Company. David L.. Warnock and Donald
W. Hughes are the current directors who were nominated by the Cahill, Warnock Entties. Pursuant to the Investor Rights
Agreement, the directors and executive officers have agreed, at each meeting of stockholders for the purpose of electing directors, to
cast their eligible votes in favor of the nominees of the Cahiil, Warnock Entties.

Acquisition of AEC. Pursuant to the acquisition of AEC in January 2005, the Company issued 12,000 shares of the Company’s
Common Stock to the former stockholders of AEC in a transaction not involving a public offering pursudnt to the exemption from
registration provided by Section 4(2) of the Securities Act.

Acquisition of ADI. Pursuant to the acquisition of ADI in July 2005, the Company issued 89,488 shares of the Company’s Common
Stock to the former stockholders of ADT who had elected to receive shares, in whole or in part in lieu of cash, in a transaction not
involving a public offering pursuant to the cx'cmption from registradon provided by Section 4(2) of the Securities Act. Martin Borg,
currently the President of AD, received 68,119 of such shares and options to acquire 40,000 shares of Commeon Stock, and entered
into an employment agreement with the Company.
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Camden Entties Transactions. In connecuon with the acquisition of Questar, the Company entered into a securities purchase
agreement the with Camden Entites, pursuant to which the Company issued and sold to the Investors 1,666,667 shares of its Series
A-1 Preferred Stock (valued at $7,500, 000 based on a price of $4.50 per share). The procecds from the sale of stock were used 10 pay
a portion of the purchase price for the shares of Questar and closing costs for the transaction, with the balance being retained by the
Company for working capital.  The transaction did not involve a public offering pursuant to the exemption from registration
provided by Section 4(2) of the Act.

Camden Partners Strategic Fund I1I, LP ' (“Camden I1117) is 2 Delaware limited partnership formed in 2004. It is a private equity
fund that invests in emerging micro-cap p}xbhc and late stage private companies, focusing on companies in the business and financial
services, education, and healthcare industries. Camden 11T is managed by its general partner, Camden Partners Strategic 111, LL.C
which, in turn, is managed by its maria'ging member, Camden Partners Strategic Manager, LLC. David Warnock and Dom.ld
Hughes, who are directors of the Comp:‘m‘y, are each managing members of Camden Partners Strategic Manager, LLC.

Camden Partners Strategic Fund III-AJ I‘.P {(“Camden III-A”) is a Delaware limited partnership formed in 2004. It is a private
equity fund that invests in parallel with Camden III. Camden I1I-A is managed by its general partner, Camden Partners Strategic HI,
LLC, which in turn is managed by its managing member, Camden Partners Strategic Manager, LLC.

Cahill, Warnock Strategic Partners Fund, [L.P. (“CW") and Strategic Associates, L.P. (“SA”} are stockholders of the Company and
affiliates of Camden III and Camden HI-A David Warnock and Donald Hughes, who are directors of the Company, are each
managers of Camden Partners Strateg1c’Manager LLC and general partners of the general partner of CW and SA. Mr. Warnock is
President and Mr. Hughes is Executive Vlce President of Camden Partners Holdings, LLC, which serves as a manager and advisor to
Camden I11I, Camden III-A, CW and sal

As of the date of this Report, the Camden Entities beneficially own 36.9% of the Company’s Common Stock on 2 fully-diluted basis.
The entitigs controlled by Messrs. Warnock and Hughes — the Cahill Warnock Entities and the Camden Entities — beneficially own
an aggregate of 46.9% of the Company’s ! Common Stock on a fully diluted basis.

Acquisition of Questar, In the acquisition of Questar, the Company issued to the selling sharcholders of Questar, 222,222 shares of
Series A-2 Preferred Stock (valued at $4. 50 per share), as part payment of the purchase price at closing and (b) delivered to the
escrow agent, 1,111,111 shares of the Senes A-2 Preferred Stock (valued at $4.50 per share), which will be deemed earned by, and
will be released to, the former sharcholdcrs of Questar if revenue goals over the earn out period of the three fiscal years ending
October 31, 2007, 2008 and 2009, are met. Such escrowed shares are not deemed to be outstanding {and therefore, are not eligible
to vote) unul the revenues goals are metiatnd the shares are released from escrow. The issuance and sale of the Series A-2 Preferred
Stock did not involve a public offering pursuant to the exemption from registration provided by Section 4(2) of the Act. The
Company issued 222,222 shares of the Company s Seties A-2 Preferred Stock to the former shareholders of Questar who had elected
to receive shares, in whole or in part in Lleu of cash, in a transaction not involving a public offering pursuant to the exemption from
registration provided by Secdon 4(2) of thé Securities Act.

In consideradon for his sale of shares of Questar, Mr. Naegeli, who has since been elected a director of the Company, received
43,488 shares of Series A-2 Preferred Stock, which are convertible into 43,488 shares of Common Stock of the Company, subject to
ant-dilution adjustments. Mr. Naegeli is ‘also a shareholder in Questar Data Systems (“QDS™). In connecton with the acquisition of
Questar, the Company purchased, on a contractual basis, monthly services from QDS for certain accounung and administrative
functions. The monthly fee for these stI:r\nccs was $15,500 beginning in June 2006. Total fees paid in Fiscal 2006 to QDS were
$77,500. The contract for services with QDS concluded in December 2006 with no further obligations due from the Company.

As part of the acquisiion of Questar, Lhe Company entered in two separate lease agreements with the former shareholders of
Questar. Through one lease agreement; the Company rents approximately 49,000 square-feet of office space in Apple Valley,
Minnesota. The initial term of this lease is{for five years concluding on May 31, 2011 with the Company holding an option to renew
for an addidonal five-year period. Purs'uant to the second lease agreement the Company uses 45,000 squarc—foot of distribution
center also in Apple Valley, Minnesota. 'I"hfs lease also concludes on May 31, 2011 with the Company holding an option to renew for
an additional five-year peficd. The Company also holds an option to lcasc an additional 11,000 square feet of distribution center
space that is adjacent to the current distribudon center.

Legal Fees, One of the Company's dn'ectors Steven R. Berger, is a sharcholder in Vedder, Price, Kaufman & Kammbholz, P.C. The
Company has retained Vedder, Price, Kaufman & Kammholz, P.C. as its special securities counsel, and the Company paid an
aggregate of $238,237 and $177,273 in Icgal fees and expense in Fiscal 2006 and Fiscal 2005, respectively.

Approval of Disinterested Members of thg Board. Thc disinterested members of the Board of Directors of the Company discussed

and approved the transactions between tlhc Company and the Investors, and concluded that the terms of such transactions were no
less favorable to the Company than those that would otherwise have been available to the Company from unrelated third parties.
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EXHIBITS
) The following Exhibits are filed as part of this Report:

Certficate of Incorporation, dated August 22, 1991 filed with the Secretary of State of the State of Delaware
(incorporated herein by reference to the exhibit contained in the Company’s Quarterly Report on Form 10-QSB for
the fiscal quarter ended January 31, 1999)

Certificate of Merger dated August 26, 1992, filed with the Secretary of State of the State of Delaware (incorporated
herein by reference to the exhibit contained in the Company’s Registration Statement on Form $B-2 under the
Securities Act of 1933, as amended, filed with the Securities and Exchange Commission on July 7, 1993)

Certificate of Amendment of Certificate of Incorporation dated March 4, 1999, filed with the Secretary of State of
the State of Delaware (incorporated herein by reference to the exhibit contained in the Company’s Quarterly Report
on Form 10-QSB for the fiscal quarter ended January 31, 1999)

Amended and Restated By-Laws {incorporated by reference to the exhibit contained in the Company’s Registration
Statement on Form $-3 (File No. 333-27659) under the Securities Act of 1933, as amended, filed with the Securides
and Exchange Commission on May 22, 1997)

Amended Certificate of Designations of Series A Convertible Preferred Stock filed with the Secretary of Sate of
Delaware on May 25, 2006 (incorporated by reference to the exhibit contained in the Company’s Current Report on
Form 8-K, filed June 6, 2006, as amended (the “June 2006 8-K™)

Spccimcn Certificate evidencing shares of Common Stock (incorporated herein by reference to the exhibit contained
in the Company’s Registration Statement on Form 3-3 (File No. 333-75377) under the Securities Act of 1933, as
amended, filed with the Securities and Exchange Commission on March 31, 1999)

Investor Rights Agreement, dated as of September 4, 1998, by and among the Company, Cahill Warnock Strategic
Partners Fund, L.P., Strategic Associates, L.P., and the Individual Sharcholders Named Therein (incorporated by
reference to the exhibit contained in the Company’s Current Report on Form 8-K, which was filed with the
Securities and Exchange Commission on November 23, 1998 (the “November 1998 8-K™)

Registration Rights Agreement, dated as of September 4, 1998, by and among the Company, Cahill, Warn(-)ck
Strategic Partners Fund, L.P., and Strategic Associates, L.P. (incorporated by reference to the exhibit contained in the
November 1998 8-K)

Votng Agreement, dated as of May 31, 2006, by and among Camden Partners Strategic Fund 1, I..P., Camden
Partners Strategic Fund I1I-A, 1.P. and Touchstone Applied Science Associates, Inc. (incorporated by reference to
the exhibit contained in the June 2006 8-K)

Investor Rights Agreement, dated as of May 31, 2006, by and among Camden Parters Strategic Fund 111, L.P.,
Camden Partners Strategic Fund 11-A, L.P, and Touchstone Applied Science Associates, Inc. (incorporated by
reference to the exhibit contained in the June 2006 8-K}

Questar Investor Rights Agreement, dated as of May 31, 2006, by and among John Adams, David Thle, Theodore
Naegeli, Terry Appleman, Mark Budde, Majeana Hallstrom, Greg Lindstrom and Susan_ Trent, and Touchstone
Applied Science Associates, Inc. (incorporated by reference to the exhibit contained in the June 2006 8-K)

Warrant Certificate issued to Signal Hill Capital Group, LL.C dated May 31, 2006 (incorporated by reference to the
exhibit contained in the June 2006 8-K)

Securides Purchase Agreement, dated as of September 4, 1998, by and among the Company, Cahill Warnock
Strategic Partners Fund, 1..P., and Strategic Associates, L.P. {incorporated by reference to the exhibit conta.med in the

November 1998 8-K)

Contract of Sale, dated as of January 31, 2003, between the Company and 26 Palmer, LLC (incorporated i)y reference
to the exhibit contained in the Company’s Quarterly Report on Form 10-QSB for the fiscal quarter ended January
31, 2003) ;
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Agreement of Lease between|the Company and 26 Palmer, LLC (incorporated by reference to the exhibit contained
in the Company’s Quarterly’Report on Form 10-QSB for the fiscal quarter ended January 31, 2003)

Stock Purchase Agreementfdated as of January 1, 2005, by and between Pasquale ]. DeVito, Ph.D. and Richard 3.
Zusman, Ed.D. and Touchstone Applied Science Associates, Inc. (incorporated by reference to the exhibit
contained in the Company’sﬁurrcnt Report on Form 8-K, filed January 21, 2005)

Stock Purchase AgreementYdated June 15, 2005, by and among Martin Borg, Kevin Byrne, Karen Gerard, Brad
Begley, Russell Leverenz, and Debbie Leverenz, and Touchstone Applied Science Associates, Inc, (incorporated by
reference to the exhibit to the Company’s Current Report on Form 8-K, filed June 20, 2005, as amended) (the “ADI
8-K”)

Stock Purchase AgreementYdated as of May 31, 2006, by and among John Adams, David Ihle, Theodore Naegeli,
Terry Appleman, Mark Budde MaJeana Hallstrom, Greg Lindstrom and Susan Trent, and Touchstone Applied
Science Associates, Inc. (mcorpor'tted by reference to the exhibit contained in the June 2006 8-K)

Subordinated Note, dated ﬁ-‘{lﬂ)’ 31, 2006, issued by Touchstone Applied Science Associates, Inc. to Questar Data
Systems, Inc., s paying agent for the selling sharcholders of Questar Educational Systems, Inc. (incorporated by
reference to the exhibit contained in the June 2006 8-K}

Escrow Agreement, dated a of May 31, 2006, by and among John Adams, David Thle, Theodore Naegeli, Terry
Appleman, Mark Budde, Ma_]eana Hallstrom, Greg Lindstrom, Susan Trent, and Rider, Weiner & Frankel, P.C. and
Touchstone Applied Sciende] Assocmcs Inc._(incorporated by reference to the exhibit contained in the June 2006
8-K) -

Loan Agreement, dated as of May 31, 2006, by and among Touchstone Applied Science Associates, Inc., Questar
Educational Systems, inc. and TD Banknorth, N.A. (incorporated by reference to the exhibit contained in the June
2006 8-K)

Security Agreement, dated fas of May 31, 2006, between Touchstone Applied Science Associates, Inc. and TD
Banknorth, N.A. {incorporated by reference to the exhibit contained in the June 2006 8-K)

Security Agreement, dated agiof May 31, 2006, between Questar Educational Systems, Inc. and T Banknorth, N.A.
{incorporated by reference toithe exhibit contained in the June 2006 8-K)

Seties A Convertible Preferred Stock Purchase Agreement, dated as of May 31, 2006, by and among Camden
Partners Strategic Fund I1I%L.P., Camden Partners Strategic Fund III-A, L.P. and Touchstone Applied Science
Associates, Inc. (incorporated by reference to the exhibit contined in the June 2006 8-K)

Employment Agreement with Andrew L. Simon (incorporated herein by reference to the exhibit contained in the
Company’s Quarterly chorﬁ‘on Form 10-QSB for the fiscal quarter ended April 30, 1996)

Employment Agreement thh Linda G. Stratey (incotporated herein by reference to the exhibit contained in the
Company’s Quarterly chort‘on Form 10-QSB for the fiscal quarter ended April 30, 1996}

Employment Agreement, dated as of January 2, 1997, between the Company and Michael D. Beck (incorporated by
reference to the exhibit contiined in the Company’s Quarterly Report on Form 10-QSB for the fiscal quarter ended
January 31, 1997)

Employment Agreement, dated as of January 1, 2005, between Assessment and Evaluadon Concepts Inc. and
Richard S. Zusman, Ed.D. (ncorporated by reference to the exhibit contained in the AEC 8-K)

Employment Agreement, datcd as of January 1, 2005, between Assessment and Evaluation Concepts Inc. and
Pasquale J. DeVito, PH.D. (2 ncorporated by reference to the exhibit contained in the AEC 8-K)

Employment Agreement, dated as of July 1, 2005, between Achievement Data, Inc. and Martin Borg (incorporated
by reference to the exhibit Bhuained in the AEC 8-K) ’

Subsidiaries of the Companyj{filed herewith)
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231 Consent of Lazar, Levine & Felix LLP (filed herewith)
23.2 " Consent of McGladrey & Pullen, LLP (filed herewith)
31 Certifications by Chief Executive Officer and Chief Financial Officer (filed herewith)

32 Certifications by Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (filed herewith)

Item 14. Principal Accountant Fees and Services

In May 2006, the Audit Committee of the Board of Directors of Touchstone Applied Science Associates, Inc. (the
"Company”) authorized the Company to seek proposals from certified public accounting firms to provide audit services for the fiscal
year ending October 31, 2006 and the interim period ending July 31, 2006, The Audit Commitee decided to issue the request for
proposal because it wanted the opportunity to review firms in light of the Company's then pending acquisition of Questar Education
Systems, Inc., which has its principal office in Minneapolis, MN. Questar was acquired by the Company in June 2006 and constituzes
a significant subsidiary of the Company. After the closing of the acquisition of Questar, the Audit Commiuee of the Company
reviewed the proposals received from accounting firms, completed its due diligence investigations and considered the benefits and
detriments of changing independent auditors. On July 26, 2006, the Audit Committee notified Lazar Levine & Felix, LIP ("Lazar
Levine™), of its decision to dismiss Lazar Levine as the Company's independent auditors.

During each of the last two fiscal vears of the Company, ended October 31, 2005 and October 31, 2004, the reports of
Lazar Levine on the Company's financial statements did not contain an adverse opinion or disclaimer of opinion, nor were such
reports qualified or modified as to uncertainty, audit scope or accounting principles.

The decision to change principal accountants was approved by the Audit Committee of the Comp:iny's Board of Directors.

During the two most recent fiscal years of the Company and any subsequent interim periods, there were no disagreements
between the Company and Lazar Levine on any matter of accounting principles or practices, financial statement disclosure, or
auditing scope or procedure, which disagreements, if not resolved to the satsfaction of Lazar Levine, would have caused it 10 make
reference to the subject matter of the disagreements in connection with its report,

The Company has provided Lazar Levine with a copy of the above disclosures in response to ltem 304(a) of Regulation 5-B
in conjunction with the filing of Form 8-K dated July 28 2006. The Company requested that Lazar Levine deliver to the Company a
letter addressed to the Securities and Exchange Commission stating whether it agrees with the statements made by the Company in
response to ltem 304(2) of Regulation 8-B, and if not, stating the respects in which it does not agree. A copy of the letter of Lazar
Levine is filed as Exhibit 16.1 to the Form 8-K Current Report.

On July 26, 2006, the Audit Committee notified McGladrey & Pullen LLP ("McGladrey") that the Company had selected
McGladrey as the Company's independent registered public accountant for the Company's fiscal year ending October 31, 2006 and
the intetim period ended July 31, 2006, subject to the execution of a definitive engagement letter. During the Company's two most
- recent fiscal years or subsequent interim period, the Company has not consulted with McGladrey regarding the applicadon of
accounting principles to a specific transaction, either completed or proposed, or the type of audit opinion that might be rendered on
the Company's financial statements, nor did McGladrey provide advice w the Company, either written or oral, that was an important
factor considered by the Company in reaching a decision as to the accounting, auditing or financial reporting issue, Further, during
the Company's two most recent fiscal years or subsequent interim pericds, the Company has not consulted with McGladrey on any
matter that was the subject of a disagreement or 2 reportable event. '

The following table shows the  fees bulled to us for the audit and other services provided by Lazar Levine, McGladrey & Pudlen, LIP and RSM
MoGladrey, Inc. for the fiscal years 2006 and 2005

2006 2005
Audit Fees (Lazar $60,000 $124,710
Levine)
Audit Fees
McGladrey) 176,000 -
Tax Fees 18,000

8254000 $124.710

Aundit Feer. Audit fees consist of fees for professional services rendered for the audit of the consolidated financial statements
and the review of the consolidated financial statements included in our quarterly reports and services normally provided by the
independent registered public accounting firm in connection with statutory and regulatory filings or engagements. For Lazar Levine,
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audit fees in fiscal 2006 consisted of fe%: for the review of the consolidated financial statements included in our 1% and 2°d quarter
reports. For McGladrey, audit fees in fiscal 2006 consisted of services rendered for the audit of the consolidated financial statements
as of and for the year ending October 31, 2006 and the review of the consolidated financial statement included in our 3% quarter
report.

Tax Fees. Tax related fees are principally for professional services rendered for tax compliance, planning and reporting.

Audit Committee Policies. The A%iiit Committee believes that, on the basis of the relevant facts and circumstances pertaining
to that firm’s engagement by the Company, McGladrey and Lazar satisfy the requirements for independence from the Company.
Consistent with Sarbanes-Oxley and the}SEC regulations promulgated there under, the Audit Committee has established a policy to

pre-approve all audit and permissible nontaudit services to be petformed by the Company’s independent accountants.
|
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To The Board of Directors
Touchstone Applied Science Associates,Mnc. and Subsidiaries
Brewster, NY

We have audited the accompanying consolidated balance sheet of Touchstone Applied Science Associates, Inc. and
Subsidiaries as of Qctober 31, 2006, andjthe related consolidated statements of income, changes in stockholders’ equity and cash
flows for the year then ended. These consolidated financial statements are the responsibility of the Company’s management. - Our
responsibility is to express an opinion onlthese financial statements based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
. [ . . )
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstate%ent. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating thetoverall financial statement presentation. We believe that our audit provides a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial
position of Touchstone Applied ScienceJAssociates, Inc. and Subsidiaries as of October 31, 2006 and the results of their operations
and their cash flows for the year then ended in conformity with U.S. generally accepted accounting principles.

As described in Note 1 to the}consolidated financial statements, effective November 1, 2005, the Company adopted
Statement of Financial Accounting Standards (SFAS) No. 123(R), Share Based Payment.

McGladrey & Pullen, LLP
Minneapolis, Minnesota
March 12, 2007




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To The Board of Directors
Touchstone Applied Science Associates, Inc. and Subsidiaries
Brewster, NY

We have audited the accompanying consolidated balance sheet of Touchstone Applied Science Associates, Inc. and
Subsidiaries as of October 31, 2005, and the related consolidated statements of income, changes in stockholders’ equity and cash
flows for the year then ended. These consolidated financial statements are the responsibility of the Company’s management. Our
respoasibility is to express an opinion on these financial statements based on our audit. .

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United

States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial

statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and

disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made

- by management, as well as evaluating the overall financial statement presentation, We believe that our audit provides a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial
position of Touchstone Applied Science Associates, Inc. and Subsidiaries as of October 31, 2005 and the results of its operations and
its cash flows for the year then ended in conformity with accounting principles generally accepted in the Unired States of America.

As discussed in Note 1 to the Consolidated Financial Statements, the accompanying 2005 financial statement has been restated.

Lazar Levine & Felix LLP

© New York, New York

January 19, 2006

Except to Note 1 as 1o which the date is January 12, 2007
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TOUEHSTONE APPLIED SCIENCE ASSOCIATES, INC.
AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
QOCTOBER 31, 2006 and 2005

2006 2005
ASSETS
Current assets:
Cash and cash equivalents $ 789,288 $ 1,289,630
Restricted cash 20,307 20,347
Accounts receivable, net of allowance for doubtful accounts of 8,611,587 2,886,915
$33,000 and $3,000 i 20006 andrEOOS, respectively
Inventories 545,362 467,762
Prepaid expenses and other current assets 496,509 397,420 .
Deferred income taxes 364.031 571,417
Total current assets ‘ 10,827,084 5,633,491
Property and equipment - net of accumularcd
depreciation of $1,013,008 and 3488 863 in 2006 and 2005, respectively
3,734,227 675,999
Other assets:
Test passage bank and test dev clopment net of
accumulated amortization of $4, 508 983 and $3,579,751 in 2006 and 2005,
respectively 2,335,670 2,750,239
Non compete covenants, net of accumulated amortization of 315,659 --
$44,000 in 2006
Customer contracts, net of accumulatcd amortizadon of $377,000 in 2006 4122678 -
Goodwill i 13,647,586 1,969,542
Deferred income taxes 1,325,379 596,623
Other assets 349,832 252931
Total assets 336,658,115 311,878,825

See notes to consolidated financial statements.
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TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.
AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS (Continued)
OCTOBER 31, 2006 and 2005

2006
LIABILITIES A TOCKHOLDERS EQUITY
Current liabilities:
Revolving credit agreements $ 1,774,819
Current matutities of long-term debt 1,459,502
Accounts payable 2,794,301
Income tax payable 204,319
Accrued expenses 1,996,161
Other liabilities 470,490
Deferred gain on sale of building — current portion 125,438
Total current liabilities 8,825,030
Long-term debr, less current portion 12,405,735
Deferred gain on sale of building, net of current portion 710,817
Interest Rate Swap Devaluation 77,155

Total liabilities 22,018,737
Commitments and contingencies

Stockholders’ equity:
Preferred stock, $.0001 par value, 5,000,000 shares
authorized, issued and outstanding 1,888,888 in 2006 189
Common stock, §.0001 par value, 20,000,000 shares authorized,
2,946,047 and 2,909,738 shares issued and outstandmg in

2006 and 2005, respectively 295
Additional paid-in capital 15,069,034
Retained earnings (deficit) (430,140

Total stockholders’ equity : 14,639,378
Toral liabilities and stockholders’ equity 236,658,115

See notes to consolidated financial statements.
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2005

3 -
166,750
489,428

1,687,829
317,529
125,439

2,786,975

1,396,212
836,255

19,442

2N
6,164,387
694,705
6,859,383

311,878,825




TOUCHSTONE APPLIED SCIENCE ASS0CIATES, INC.
! AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
[YEARS ENDED OCTOBER 31, 2006 and 2005

2006

Net revenue earmed 323,686,213
Cost of goods sold

Cost of revenue eamned ; 13,305,528

Impairment charges reiated to:

Development costs 610,588
Inventory 137,092

Total Cost of goods sold 14,0532
Gross profit 9,633,005
Operating expenses:

Selling g 1 1,801,973

General and administrative . 8,719,497
Total operating expenses 10,521,470
Income (loss) from operadons (888,465)
Other income {expense):

Gain on sale/leaseback of building 125,439

Interest income 2,538

Interest expense (613,149)
Income (loss) before income taxes (1,373,637)
Income Tax Provision (benefit) - 248,792
Net Income (loss) § (1,124,845

See notes to consolidated financial statements.

[y
o
o

$11,686,649

5,990,327

5,990,327
5,696,322
1,432,287
3,637,098
5,069,385
626,937

125,439
20,347

(44.416)

728,307

295778

3 432,529




TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.
AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME (Continued)
YEAR ENDED OCTOBER 31, 2006 and 2005

\ ! . 47

2006 + 2005
Weighted average number of common and .
. convertible preferred shares outstanding: ' :
Basic 4,802,835 2,807,275
Diluted 4,802,835 3,023,262
Earnings (loss) per share: . .
Basic : $ (23 3 15
Diluted : _ § . (23 3 14

See notes to consolidated financial statements.
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TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.
AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED OCTOBER 31, 2006 and 2005

20006 2005
OPERATING ACTIVITIES ‘
Net income (loss) $(1,124,845) $ 432529
Adjusunents to reconcile net income (loss) to net
Cash provided by (used in) operating acdvities:
Depreciation and amortization 2,189,990 679,008
Deferred income taxes (521,370) 251,728
Bad debt expense - (1,732)
Gain on sale/leaseback of building {125,439) (125,439
Stock option expense ’ 198,014 -
Interest swap agreement devaluation 77,155 -
Non-cash issuance of warrants for services 112,072 -
Changes in operating assets and liabilides, net of the affects
of the acquisition of Questar in 2006 and AD1 and AEC in
2005:
Accounts receivable (2,291,761) (1,219,977
Inventories (77,600) {36,566)
Restricred Cash 40 1,607
Prepaid expenses and other current assets 1,502 (56,421)
Deferred Revenue 152,961 255,213
Accounts payable and accrued expenses 1,200,152 370,625
CASH PROVIDED BY (USED IN) OPERATING ACTTVITIES {209,129) __ 550,575
INVESTING ACTIVITIES
Purchase of property and equipment {592,843) (270,279
Test passage bank and test development (597,603} (928,048)
Cash and fees paid to acquire stock of Questar
Educational Systems, Inc. (14,583,302) -
Cash and fees paid to acquire stock of Achievement
Data, Inc. (“ADI") - (1,318,350)
Cash and fees paid to acquire stock of Assessment
and Evaluation Concepts, Inc. (“AEC™) - (83,000)
Software development costs (28,030) -
Other Assets (18,613 -
CASH USED IN INVESTING ACTIVITIES (15,820,391) _ (2,599,677}

See notes to consoclidated financial statements.




TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.
AND SUBSIDIARIES

CONSOEIDATED STATEMENTS OF CASH FLOWS (contnued)
FORMHE YEARS ENDED OCTOBER 31, 2006 and 2005

2006 2005
FINANCING ACTIVITIES
Repayment of long—termﬁébt (3,157,627) (37,417,
Proceeds from long-termldebt ‘ 9,600,000 1,451,482
Net borrowings on rcvol;iélg credit agreements 1,774,819 -
Costs associated with obgaining long-term debt (282,768) (12,033)
Proceeds from the exercise of employee stock options
' , 04,754 28,990
Proceeds from the exerci’s'g of warrants - 155,303
Proceeds from issuance o&prcfcrrcd stock 7,500,000 -
Stock subscripdons received - 920
CASH FLOWS FROM FINANCING ACTIVITIES 15,529,178 1,587,245
NET DECREASE IN CASH AND CASH EQUIVALENTS
) {500,342) {(461,857)
CASH AND CASH EQU_I;{ ALENTS
AT BEGINNING OF YEAR 1,289,630 1,751,487
CASH AND CASH EQUIVALENTS
AT END OF YEAR $789,288 51,289,630
SUPPLEMENTAIL CASH|FLOW INFORMATION:
Cash paid during the yeasjfor:
[nterest 3§ 466,649 $_ 35234
[ncome raxes § 180913 S 7683
Non-cash investing and fiancing activities:
Stock issued in acquisitiontof ABEC F - §_ 39,000
Stock issued in acquisiionfof ADI g = §.331,642
Note payable issued in acquisiion of Questar $4,000.000 3 -
Stock issued in acquisit:ioﬁof Questar 3 1,000,000 s _ -

See Note 2 for non-cash aspects of acquisitions

See notes to consolidated financial statements.
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TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.
AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 - ORGANIZATI AND SIGNIFI T ACCO NG POLICIES

Organization

Touchstone Applied Science Associates, Inc. {(the “Company” or “TASA”} competes exclusively in the assessment markerplace.
With the advent of No Child Left Behind legisladon (“NCLB”), the Company’s Board of Directors and management made the
strategic decision to focus the organizaton on the fast-growing assessment segment of the K-12 educaton market. The Company
competes in both the custom and proprietary product knes of the assessment markerplace. Over the past decade, this market has
been moving towards custom testing as a result of NCLB legislation requiring thar student success be measured against specific
standards esmablished by each individual state. The Company has recognized this trend and has aligned its long term and short term
strategic initiatives and resources to take advantage of these changes in the market. During the fiscal year ended October 31, 2006
(“Fiscal 2006™), the Company decided to minimize its efforts in growing its proprietary products business, and to devote significant
resources to expanding its custom testing services. The Company implemented this strategy by acquiring all the outstanding stock of
Questar Educational Systemns, Inc. (“Questar™) in May 2006. Questar provides test delivery, scoring, and score analysis capabilides
for state testing programs. In addition to the Questar acquisition, the Company had previously acquired all the outstanding stock of
both Assessment and Ewvaluation Concepts, Inc. (“AEC™) and Achievement Dara, Inc. (“ADI”) in January 2005 and July 2005
respectively. AEC provides professional consulting services in the areas of program evaluaton, student assessment, professional
development and daa collection and reporting to state, federal and higher education institutions as well as private companies. ADI
provides on-line testing capabilities to state testing programs and also offers an electronic testing engine.

The Company operates through different subsidiaries, but management believes that all such subsidiaries constitute a single operating
segment since the subsidiaries have similar economic characteristics.

Principles of Consolidation and Basis of Presentation

The consolidated financial statements include the accounts of the Company and its wholly-owned subsidiaries. All significant inter-
company accounts and transactions have been climinated in consolidation.

Restatement

The audited consolidated financial statements included in this Report for the Company’s fiscal year ended October 31, 2005 has been
restated and supersede the Company’s previously-issued audited consolidated financial statements for such fiscal year.

Subsequent to the issuance of the Company’s audited consolidated financial statements in its Form 10-KSB for the fiscal years ended
October 31, 2005 and 2004 the Company concluded that it had previously omitted an accrued liability recognizing the effect of its
employee’s eamed but unused vacation and that such omission was not consistent with generally accepted accounting principles. The
Company concluded that it was necessary to restate such financial statements. The restatement does not affect previously reported revenues
for the restated period or future periods.
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OTE 1 - ORGANIZATI D SIGNIFICANT ACCOUNTING PQLICIES (Continued)

A summary of the significant effects of the restatement is as follows:

- As Previously

[ Reported ' Restated Restated
, - 2005 2004 2005 2004

As of October 31 ; !
Accrued employee vacation . . $0 $0 - $259.866 $189,141
Retained earnings 850,625 375,661 694,705 262,176
For the fiscal vear ended October 31
Income before income taxes 799,032 1,415,051 728,307 1,381,449
Income taxes 324,068 .592'448 295,778 579,008
Income from continuing operations ' 474964 822,603 432,529 802,441
Net Income ] 474,964 822,603 432,529 802,441
Net Income per common share '

Basic (from continuing operations)f 17 31 15 31

Diluted (from continuing opemuons) 16 29 14 28
Goodwill

Goodwill is not amoruzed but is subject to annual impairment tests at least annually. The Company also reviews the carrymg
amount of goodwill for impaitment if af [event occurs or circumstances change that would indicate the carrying amount may be
impaired. The Company performed the annual tests at October 31, 2006 and 2005, and has determined there to be no impairment
of the goodwill on those dates. The net c;rrying value of goodwill at-October 31, 2006 and 2005 was 313,647,586 and $1,969,542,
respectively. 1

Cash and Cash Equivalen qt 1
Cash and cash equivalents include all cash balances on hand and short-term, highly liquid investments with original maturities of three

months or less. The Company maintains its rcash in bank accounts, which at times, exceed federally insured limits. The Company has not
expetienced any losses in such accounts.

Accounts Receivable Allowance of Doubtful Accounts

Accounts receivable are carried at ongmal!mvolcc amount less an estimate made for doubtful receivables based on a review of all
outstanding amounts on a quarterly basis. Management determines the allowance fot doubtful accounts by regularly evaluating individual
customer receivables and considering a customer’s financial condition and credit history, and current economic conditions. Accounts
receivable are written off when deemed Juhcollectible. Recoveries of accounts receivable previously written off are recorded when
received.
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Accounts receivable consists of the following:

Qctober 31,
2006 2005
Billed : $8,611,587 $2,559,630
Unbilled (costs in '
excess of billings) — 327,285
38,611,587 32,886,915

Inventories

Inventories based on the nature of the Company’s operations consist solely of finished goods. These are stated at the lower of cost (first-
in, firstout method) or market. At October 31, 2006, the Company appropriately provided inventory reserves of $161,000 regarding
impaired projects and other un-saleable i inventory. The current year affect of these reserves have been reﬂeczed as 2 separate component
of Cost of Goods Sold.

Propérty and Equipment

Property and equipment are stated at cost. The Company provides for depreciation peneratly on an accelerated method (double-declining
balance) for personal property and on a straight line method for real property, by charges to income at rates based upon estmarted
recovery periods as follows:

Leaschold improvements - 10 years (shorter of lease term or useful life)
Furniwure, fixtures and equipment 5 to 7 years
Income Taxes

Income taxes are reported based upon Staterent of Financial Accounting Stndards (“SFAS”} No. 109, “Accounting for Income Taxes”.
(Note 10). The Company files a consolidated Federal income tax retwrn with its subsidiaries. Deferred taxes are provided on an asset and
liability method whereby deferred tax assets are recognized for deductible temporary differences and operating loss and tax credit carry
forwards, and deferted tax liabilities are recognized for taxable temporary differences, Temporary differences are the differences between
the rcportcd amounts of assets and liabilities and their tax basis. Deferred tax assets are reduced by a valuation allowance when, in the
opinion of management, it is more than likely than not that some portion or all of the deferred tax assets will not be realized. Deferred tax
assets and liabilities are adjusted for the effects of changes in the tax laws and rates on the date of enactment.
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Intangible Assets and Deferred Charges

Soffware Development

‘The Company accounts for costs associatf:d!‘?with the development of software products pursuant to SFAS No. 86, “Accounting for the
Costs of Computer Software to be Sold, Leased or Otherwise Marketed”. Pursuant to these rules for product development, the work
performed prior to the determination of te[ck‘inological feasibility is treated as research and development costs and is expensed as incurred.
From the point a project attains technololgitcal feasibility undl it is ready for sale, the payroll and payroll-related charges and any direct
material costs are capitalized. Capitalization of computer software costs is discontinued when the product is available to be sold.

As of Ociober 31, 2006 and 2005 unamortizf:d software development costs totaled $69,763 and $60,243 respectively, and were included as
a component of other assets within the Company’s consolidated balance sheets.

Test Passage Bank and Test Development i ;

The test passage bank is principally comprsed of payroll and payroll-related costs as well as freelance consulting costs expended in the
development of test passages which are uss:d' in the creation of the Company’s tests. The process of writing and calibrating a test passage
takes approximately two vears, and all costs associated with the process in the cost of production of each test passage and the cost of
. 1t L . . : o .
calibration of each test passage are direct costs and are capitalized during this period. Amortization of these costs begins once the
development period has elapsed, which in MOst cases, fepresents the point in time at which the new test passage is placed into the test
passage bank and becomes available to be u}rj.lized within the Company’s existing tests, or the point in time at which a newly developed
test becomes available for sale. Costs cagitiplized in connection with the development of passages used in the Company’s Degrees of
Reading Power Test (“DRP”) have been estimated to have a useful life of eleven years and, accordingly, are being amortized over an
eleven-year period. Costs capitalized in confiection with the development of passages used in all other of the Company’s tests have been
estimated to have a useful life of seven year‘s ind, accordingly, are being amortzed over a seven-year period.

During the fourth quarter of 2006, and a{t:’ir assessing full vear revenue results, the Company made the strategic decision to eliminate
certain proprietary products, which performed below management’s expectations. These decisions lead to impairment charge of 610,588
related to proprietary products which werejdi.scondnued or adjusted to the lower of cost of market. This impairment charge is included as
a separate component of Cost of Goods Sgﬁld.

Customer Contracts and Non Compete Com:mnn‘

The Company has recognized and recorded|the value in certain intangible assets acquired from Questar in May 2006. The value of these
assets was independently reviewed by thmg party appraisers hired by the Company. The Non Compete Covenants represent agreements
berween the Company and certain current and former employees of the Company. The agreements stipulate that these employees will not,
for a period of time as outlined within the ragrcémcgt, engage in employment activities that will directly or indirectly compete with the
Company’s business operations. The agreements are due to expire on October 31, 2009. The intangible asset value assigned to' these
agreements represents their fair value $360,000 as of May 31, 2006.
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The Company has addidonally recognized and recorded in connectdon with the Questar acquisition intangible value for certain customer
contracts, These contracts are agreements with multiple state entities to perform test construction, distribution, scoring and reporting
services. The contracts have various lives that are due to expire over the next one — five fiscal years. The Company has valued thesc -
contracts based their total expected discounted cash flow $4,500,000 as of May 31, 2006,

Ariortization

Cermain capitalized costs are amortized using the straight-line method over a petiod of five (5} years for software development and seven
to eleven (7-11) vears for test passage bank and test development costs. Loan orgination costs are being amortized over the term of the
indebtedness. As of October 31, 2006, unamortized loan origination costs totaled $259,204 and are included in other assets. Non -
compete covenants are amortized over the life of the agreement of approximately 3 ¥z years. As of October 31, 2006 unamortized non-
compete covenants totaled §315,659. Customer contracts are amortzed over their expected lives of 1 1o 4 years, in proporton to the
annual discounted cash flow the Company expects to receive by performing the contracrual services as defined by each contract. As of
October 31, 2006 unamortized customer contracts totaled $4,122,678. Tortal amortzation expense was $1,665,845and $491,142 for the
fiscal years ended October 31, 2006 and 2005 respectvely. Amortizaton expense for fiscal year ended October 31, 2006 included the write
down of $610,588 of deferred costs applicable to non-performing products.

Estimated annual amortization expense for the next five years ending Cetober 31, is as follows:

2007 $2,988,000
2008 $1,366,000
2009 $885,000
2010 $540,000
2011 $240,000
Other Liabilities

As of October 31, 2006, other liabilities' consist of billings in excess of costs of $470,490. As of October 31, 2005, other liabilities
consist of a customer advance of $294,608 and billings in excess of costs of $22,921.
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Accrued Expenses "

Accrued expenses consist of the following: §f

October 31,
2006 2005
Compensation $1,080,174 $ 445565
Benefit Plans 352,647 262,723
Interest 155,681 -
Other 407,659 ©_ 979541

Concentration of Credit Risk

Financial instruments that potentially subject the Company to concentrations of credit risk consist principally of cash and temporary
investments and accounts receivable. The Eompany maintains substantally all its cash balances and temporary investments in a limited
number of financial insdtutons. The bala.ncﬁ are insured by the Federal Deposit Insurance Corporadon up to $100,000. At October 31,
2006 and 2005, the Company’s uninsured Cieh balances and temporary investments totaled $611,780 and $1,102,081, respecavely. The
Company performs periodic reviews of the[Telative credit rating of its banks to lower its risk. The Company believes that concentration
with regards to accounts receivable is limited[due to its large customer base.

Revenue Recognition

Revenues from the Company’s sales of its}proprietary tests, including sales of their related ancillary materials and performance of
scoring services are recognized when the €ompany ships the physical product from its warchouse or when the revenues have been
realized or become realizable and have been earned pursuant to Swaff Accounting Bulletin No. 104, “Revenue Recognition”.
Shipping charges are included in revenue in the accompanying consolidated statements of income.

The Company’s revenues from the performance of assessment, consulting and psychometric services under long term contracts are
recognized on the percentage of campletiai basis pursuant to the provisions of Statement of Posinon No. 81-1, “Accounting for
Performance of Constructon-type and Certain Production-type Contracts” and Accounting Research Bulletin (*ARB™) No. 45,
“Long-term Constructon-type Contractsg® For each contract, the Company compares the costs incurred in the course of
performing such contract during a rcportmg period to the total estimated costs of full performance of the contract and recognizes a
proportionate amount of revenue for such peried.  In addition, the Company records revenue from seftware pursuant to the
provisions of Statement of Posiion NoX%97-2, “Software Revenue Recognition”, and in the Statement of Position No. 98-9,
“Modification of SOP 97-2, Software Revenue Recognition With Respect to Certain Transactions”.

Rights of Return

There is a right of return on test booklets, » apswer sheets and certain software products. Upon retumn within 2 specified period, a credit is
issued, with certain charge offs, or, in the case of software products, the item is replaced. Historically, the Company’s returns have been
insignificant. As a result, no return reserve has been provided for at October 31, 2006 and 2005.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America
rcqujrcs management to make estimates andlassumptions that affect the reported amounts of assets and liabilities and make disclosure of
contmgcnt assets and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the
reporung period. Actual results could djffer Fom those estimates.
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Fair Value

The Company has a number of financial instruments, none of which is held for trading purposes. The carrying value of cash and cash
equivalents, accounts receivable, accounts payable and accrued expenses approximate their fair value because of the short-term nature of
these financial instruments. The carrying value of long-term debt approximates fair value as the rate of interest on the debt approximates
the market rate of interest as of October 31, 2006 and 2005. Considerable judgment is necessarily required in interpreting market data to
develop the estimates of fair value, and accordingly, the estimates are not necessarily indicative of the amounts that the Company could
realize in a current market exchange,

Long-Lived Assets

Long-lived assets at October 31, 2006 and 2005 consist of property, plant and equipment and intangible assets. The Company reviews its
long-lived assets for impairment whenever events or business circumstances indicate that the carrying amount of an asset may not be
recoverable. Recoverability of assets to be held and used is measured by a comparison of the carrying amount of an asset to future
undiscounted net cash flows expected to be generated by the asset. If such assets are considered to be impaired, the impairment to be
recognized is measured by the. amount by which the carrying amount of the assets exceeds the fair value of the assets. Assets to be
disposed of are reported at the lower of the carrying amount or fair value less costs to sell.

Stock Based Compensation

The Company has a 2000 Stock Opdon Plan (the “Plan™). Effective November 1, 2005, the Company’s Plan is accounted for in
accordance with the récognition and measurement provisions of Statement of Financial Accounting Standards ("FAS") No. 123 (revised
2004), Share-Based Payment ("FAS No. 123(R)"), which replaces FAS No. 123, Accountdng for Stock-Based Compensation, and
supersedes Accounting Principles Board Opinion ("APB") No. 25, Accounting for Stock Issued to Employees, and related
interpretations. FAS No. 123(R) requires compensation costs related to share-based payment transactions, including employee stock
options, to be recognized in the financial statements. In addition, the Company.adheres to the guidance set forth within Securities and
Exchange Commission ("SEC") Staff Accounting Bulletin ("SAB™) No. 107, which provides the Staff's views regarding the interaction
between SFAS No. 123(R) and certain SEC rules and regulations and provides interpretations with réspect to the valuation of share-
based payments for public companies.

Prior to November 1, 2005, the Company accounted for similar transactions in accordance with APB No. 25 which employed the
intrinsic value method of measuring compensation cost. Accordingly, compensation expense was not recognized for fixed stock options
if the exercise price of the option equaled or exceeded the fair value of the underlying stock at the grant date.

While FAS No. 123 encouraged recognition of the fair value of all stock-based awards on the date of grant as expense over the vesting
period, companies wete permitted to continue to apply the intrinsic value-based method of accounting prescribed by APB No. 25 and
disclose certain pro-forma amounts as if the fair value approach of FAS No. 123 had been applied. In Décernber 2002, FAS No. 148,
Accounting for Stock-Based Compensation-Transition and Disclosure, an amendment of FAS No. 123, was issued, which, in addition
to providing alternative methods of transition for a voluntary change to the fair value method of accounting for stock-based employee
compensation, required more prominent pro-forma disclosures in both the annual and interim financial statements. The Company
complied with these disclosure requirements for all applicable periods prior to November 1, 2005.

In adoptng FAS No. 123(R), the Company applied the modified prospective approach to transition. Under the modified prospective
approach, the provisions of FAS No. 123(R) are to be applied to new awards and o awards madified, repurchased, or cancelled after the
required effective date. Additionally, compensation cost for the portion of awards for which the requisite service has not been rendered
that are outstanding as of the required effective date shall be recognized as the requisite service is rendered on or after the required
effecdve date. The compensation cost for that portion of awards shall be based on the grant-date fair value of those awards as calculated
for either recognition or pro-forma disclosures under FAS 123.
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As a result of the adoption of FAS No. 11223(1{), the Company's results for the fiscal year end October 31, 2006 include stock option
compensation expense totaling $198,014. Such amount has been included in the Consolidated Statements of Income within general and
administrative expenses. The CompanyJtecognized related tax benefits associated with share-based compensation arrangements
totaling approximately $82,000 during thelfiscal year end October 31, 2006. The impacf of the adoption is an increase in loss before
tax and net loss for fiscal year end Octot‘)_(:r 31, 2006tof $198,014 and $116,014, respect‘ively. In addition, basic and diluted net loss
per share is increased by approximately $0.02. There was no impact on cash flows from operations and cash flows from financing
activities. Stock option compensation ‘experise caleulated and disclosed under APB No. 25 in the Notes to the Consolidated
Statements of Operations for fiscal year e-ntded October 31, 2005 toraled $290,650. . .

Stock option compensation expense in ‘2006 is the estimated fair value of options granted during fiscal 2006 and the remaining
portion of any unvested and outstanding options granted prior to fiscal 2006, amortized on a straight-line basis over the requisite
service period for the entire portion of thejavward. ‘
The weighted average estimated fair valuefof stock options granted for fiscal year ended October 31, 2005 was §3.75. The fair vilue of
options at the date of grant was estimaﬁéd using the Black-Scholes option pricing model. During 2006, the Company took into’
consideration guidance under FAS No. 123(R) and SEC Staff Accounting Bulletin No. 107 (SAB 107) when reviewing and updating -
assumptions. The expected volatility is based upon historical volatility of our stock and other contributing factors. The expected term is
based upon observation of actual time elapsed berween date of grant and exercise of options for all employees. Previously such
assumptions were determined based on historjcal data. ‘

The assurnptions made in calculating the fair values of options are as follows:

Year Ended

October 31, 2006 October 31, 2005

Expected term (in vears)} 10 ‘ B 1)

Expected volatilicy 125% 121% '
Expected dividend yieldf 0% ‘ 0%

Risk-free interest race i 4.88% 4,23%

The following table addresses the additional disclosure réquirements of FAS No. 123(R) in the period of adoption, The table ﬂlusttrateé
the effect on net ificome and income pegfshare as if the fair value recognition provisions of FAS No, 123(R) had been applied to all
outstanding and unvested employee award in the prior period: o :

1 . .

1
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For the Year Ended
October 31, 2005

Net income ateributable to common stockholders, as reported $432,529

Add: Stock-based compensation included in report net income --
Deduct: Total stock based compensation expense determined under the fair

value based method for all awards, net of tax - 290,650
Pro forma net income attributable to common stockholders 3141.879
Ner income per share:

Basic net income per share — as reported 30.15
Diluted net income per share — as reported _ $0.14
Basic net income per share — pro forma $0.05
Diluted net income per share — pro forma $0.05

Jarnin ¢r shar

Earnings (loss) per share for each of the fiscal years ended October 31, 2006 and 2005 was computed by dividing net income (loss) by
the weighted average number of common and common equivalent shares outstanding and also was adjusted for the assumed
conversion of shares issuable upon the exercise of options and warrants in accordance with SFAS No. 128, “Eamings Per Share”. The
total porential dilutive common shares excluded from this computation due to the anti-dilution effect, totaled 599,550 and 588,227 in
the fiscal years ended October 31, 2006 and 2005. Because the Company had a loss in fiscal 2006 diluted shares were the same as basic
shares since the effect of options and warrants would have been anti-dilutve. The reconciliation berween basic and diluted average
shares outstanding Is as follows:

Fiscal Years Ended October 31,

2006 2005
Basic weighted average shares outstanding 4,802,835 2807275
Dilutive effect of stock options . - 212,227
Dilutive effect of warrants -- 3,760

Diluted weighted average shares outstanding 4,802,835 3.023.262

Marketing and Promotional Costs

Marketing and promotional costs are expensed as incurred and totaled approximately $256,000 and $343,000 for the years ended
October 31, 2006 and 2005, respectively. Such costs are included in selling expenses in the accompanying consoelidated statements of
incotme. -

hippin t

The Company classifies a majority of its shipping costs to cost of goods sold with a lesser amount allocated to selling expense.
The allocation between cost of goods sold and selling expense for shipping costs depends upon the nature of the expense in
terms of the work related project it is supporting. Shipping costs allocated to selling expense totaled approximately 388,000 and
373,000 for the years ended October 31, 2006 and 2005, respectively. Shipping costs allocated 1o cost of goods sold totaled
approximately $408,000 and $111,000 for the years ended October 31, 2006 and 2003, respectively.
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Recently Issued Accounting Pronouncements

In September 2006, the FASB issued Statement No. 157, “Fair Value Measurements” (FASB No. 1577).  FASB No. 157 defines falr .
value, establishes a framework for measm:'mg fair value in generally accepted accounting principles (GAAP), and expands disclosures
about fair value measurements. FASB No\ 157 applies under other accounting pronouncements that require or pcrmlt fair value
measurements, the Board having prew‘o{:siy concluded in those accounting pronouncements that fair value is the relevant
measurement attributes. Accordingly, this! Statemcm does not require any new fair value measurements. However, for some entities,
the application of this Statement will cha.nge current practice.

FASB No. 157 is effective for financial statements issued for fiscal years beginning after November 15, 2007, and interim periods
within those fiscal years. Earlier apphcauori is encouraged, prowded that the reporting entity has not yer issued financial statements
for that fiscal year, including financial statements for an interim period within that fiscal year. The Company is currenty reviewing
the potential effect of this statement on its financial statements.

In September 2006, the Securities & Exchange Commission issued Staff Accounting Bulletin 108 (SAB 108) “Considering the Effects of
Prior Year Misstatements when Quantifying Misstatemsents in Current Year Financial Statements”. SAB 108 requires that public companies
utilize a “dual-approach” to assessing the, quanttative effects of financial misstatements. This dual approach includes both an
income statement focused assessment and a balance sheet focused assessment. The guidance in SAB 108 must be applied to annual
financial statements for fiscal years end.mg‘after November 15, 2006. The Company is currendy assessing the i impact of adoptng
SAB 108, but does not expect that it will Have a matertal effect on its consolidated financial position or results of operations.

In March 2005, the FASB issued [nterpretanon No. 47 (FIN 47), which clarifies terminology in FASB Statement No. 143, Aaoaniing
for Asset Retirement Obligations. FIN 47 clanﬁcs when an entity has sufficient information to reasonably estimate the fair value of an
asset retirement obligadon. FIN 47 becar}ltz effective for us in the first quarter of fiscat 2006. The adoption of FIN 47 did not have
a material impact on the consolidated financial statements.

¢

In July 2006, the FASB issued Interprctauon No. 48 (FIN 48), “Acronnting for Umm’amg/ in Income Taxes—an Interpretation of FASB
Statement 1097, which clarifies the accountmg for uncertainty in tax positions. FIN 48 provides that the tax effects from an uncertain
tax position can be recognized in the cons‘oljdated financial statements, only if the position is more likely than not to be sustained on
audit, based on the technical merits of the position. The provisions of FIN 48 are effective as of the beginning of fiscal 2007, with
the cumulative effect of the change in accountmg principle recorded as an adjustment to opening retained earnings. The Company is
currently evaluating the impact of adopting FIN 48 on the consolidated financial statements.
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NOTE 2 — ACQUISITIONS
Assessment and Evalugtion Concepts, Inc,

In January 2005, the Company acquired all of the outstanding stock of Assessment and Evaluation Concepts Inc. (*AEC”) for
$122,000 consisting of $83,000 in cash and 12,000 shares of the Company’s common stock. The value of the shares issued was
determined based on the average market price of the Company’s common stock over the two-day period before and after the date of
the acquisition. In addition, options to purchase 50,000 shares of the Company’s common stock were granted pursuant to the 2000
Plan on the date of the closing exercisable at $3.06 per share, the fair market value on that date. The options are exercisable
commencing one vear from the closing, through January 2015, The operations of AEC have been included in the consolidated
financial statements since the date of acquisidon.

The following table summarizes the estimated fair value of the assets acquired at the date of acquisidon:

Accounts receivable $ 22930
Goodwili 99,070
Tortal and net assets acquired $122.000

Achigvement Data, Inc,

On July 1, 2005, the Company acquired all of the outstanding stock of Achievement Data, Inc. (*ADI”). The toral consideration
paid by the Company for the ADI stock was $1,650,000, consistng of $1,155,000 in cash, the issuance of 89,488 shares of Common
Stock of the Company {valued at approximately $331,650, based on the average of closing prices for the Company’s Common Stock
for the five trading days preceding the closing) and $163,350 in subordinated promissory notes issued to two of the former
stockholders of ADI. The promissory notes accrue interest at the rate of 5% per annum and are payable through six semi-annual
installments of principal plus interest. The operations of ADI are included in the consolidated financial statements since the date of
acquisitton,

The following table summarizes the estimated fair value of the assets acquired and liabilities assumed at the date of acquisition:

Current assets - other $ 53,530
Accounts receivable 138,645
Property and equipment 73,756
Goodwill 1,435,368
Total assets acquired 1,701,299
Current ljabilides (51,299
- Tota! liabilities 1,299
Net assets acquired 51,650,000

Questar Educational Systems, Inc,

On May 31, 2006 the Company acquired all of the outstanding shares of Questar. Total consideration paid by the Company was
$20,000,000 consisting of $15,000,000 in cash, the issuance of 222,222 shares of Series A-2 Preferred Stock of the Company valued
at 31,000,000 and a $4,000,000 promissory note. The Company has also agreed to pay additional consideration in 2010 if Questar
achieves certain revenue goals during the three fiscal years ending October 31, 2007, 2608 and 2009. The maximum contingent earn
out payment is $12,500,000, of which up to $10,000,000 shall be paid half in cash and half in Series A-2 Preferred Stock and
$2,500,000 shall be paid, if earned, at the elecdon of the Company, in cash or additional shares of Serles A-2 Preferred Stock, or any
combination thereof, valued at fair market value at the dme of issuance.

The Company financed the acquisition of Questar through senior debr and a private equity investment. The Company entered into a
loan agreement (the “Loan Agreement") with TD Banknorth, N.A. (“Banknorth™), pursuant to which the Company borrowed a term
loan in an aggregate principal amount of §9,600,000, obtained a revolving line of credit in the amount of $4,000,000 and had issued
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on its behalf a standby letter of credit in‘tl}c original stated amount of $194,750 against availability under the revolving line of credit.
‘The Loan Agreement contains ongoing financial covenants which are measured on an annual basis beginning in Fiscal 2007. The
term loan is interest-only for the first six;n"lonths of the loan, and then is payable in fifty-four equal monthly installments of principal
and interest on a five year amortization :st;hedule. The Company has entered into an interest rate swap agreement with Banknorth
pursuant to which Banknorth is paying the Company 250 basis points over the one month USD LIBOR BBA rate and the Company
is paying Banknorth a fixed rate of 7.95‘{0 %0 a value of $9,600,000 declining concurrently with the term loan. The interest rate swap
agreement expires after thirty months on December 1, 2008, The term loan balloons on May 30, 2011, Advances under the
revolving line of credit are based on a l‘xzrrowing base of eligible accounts receivable and eligible inventory of the Company and
Questar. The revolving line of credit is available until April 30, 2008. Both the term loan and the revolving loan are secured by the
assets of the Company and by the assetslo‘_f Questar. The proceeds from the loans were used to pay a portion of the purchase price
for the shares of Questar and closing costs for the transaction, and for working capital.

The Company also entered into a securities purchase agreement (the "Series A Convertible Preferred Stock Purchase Agreement”)
with Camden Partners Strategic Fund ll'], L.P. and Camden Partners Strategic Fund IlI-A, L.P. {collectively, the "Investors”),
pursuant to which the Company issued! and sold to the Investors 1,666,667 shares of its Series A-1 Convertible Preferred Stock
(“Series A-1 Preferred Stock”) (valued at $7,500,000, based on a price of $4.50 per share). The proceeds from the sale of stock were
. f.r . . . .
used to pay a pertion of the purchase price for the shares of Questar and closing costs for the transaction, with the balance being
retained by the Company for working capital. Two members of the Company’s Board of Directors, Donald W. Hughes and David
L. Warnock are also principals of each of the Investors. ' ' :

Management allocated the purchase price of Questar to the assets acquire with the assistane of third party independent appraisals of
all intangible assets and equipment acqui}'ejd. The Company allocated $2,990,000 to equipment which is a step up of $1,400,000 from
its pre-acquisition book value. The Company assigned a value of $360,000 to the non-compete covenant agreements that were signed
by the selling shareholders of Questar. ;The covenants will expire as of October 31, 2009. The Company will amortize the value
assigned to this intangible asset over its{expected life (41 months). Additonally, the Company has estimated that the customer
contracts acquired from Questar are valued ar $4,500,000. This amount will be amortized in relation to annual value of discounted
cash flow the Company expects to receivelover the life of the contracts (see schedule below). With the exception of the non-compete
covenants and customer contracts there]were no other identifiable intangible assets; therefore, the balance of the purchase price of
$11,678,044 was allocated to goodwill. The Company will perform annual tests to ascértain that the carrying vahie of the goodwill is
not impaired. ' '

The operations of Questar have been included in the consolidated financial statements since the date of acquisition, June 1, 2006,
The Company has entered into employment agreements for an initial twenty-four month term with certain members of the

1 . . ..
management of Questar. Such employment agreements with the Questar management team include non-competition covenants and
proprietary rights agreements.
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OTE2_A ISITIONS (continued

The following table summarizes the estimated fair value of the assets acquired and liabilities assumed at the date of acquisition:

Other current assets, including cash of

91,443,772 $ 1,5443063
Accounts receivable 3432911
Property and equipment 2,989,530
Non compete covenants 359,500
Customer contracts 4,500,000
" Goodwill 11,678,044
Total assets acquired 24,504,348
Current liabilities (3,477,274
Total liabilities (3,477.274)
Net assets acquired $21,027.074
Estimated
Fair Value Net Book Value Intangible
May 31, 2006 Ocrober 31, 2006 Asset life (months)
Non Compete covenants $360,000 $316,000 41 months
Customer contracts $4,500,000 $4,123,000 1 to 4 years

A summary of the future annual amordzaton expense associated with the intangible assets acquired from Questar is as follows:

Non Compete Customer

Covenants Contracts Total
2007 $105,000 $2,152,000 $2,257,000
2008 §105,000 $855,000 $960,000
2009 $105,000 $487.000 $592,000
2010 . $ - $270,000 $270,000

The following unaudited pro forma income statement data presents the consolidated results of operations of the Company had the
acquisitions of AEC, ADI and Questar occurred at the beginning of the carliest period presented:
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NOTEZ2 - A ISITIONS {continued

Proforma - Unaudited

Year Ended er 31
2006 2005
- Net revenue $45,100,000 $37,600,000
Net income $1,635,000 ’ $2,955,000
Basic earnings per share $.34 $.62
Diluted earnings per share - §.32 $.59

The above pm  forma information does notlpurport to be indicative of what would have occurred had the acquisitions been made as of
. such date or the rcsults which may occur i the future.

OTE 3 - PROPERTY, PLANT AND EQUIPMENT

October 31,
2006 2005
Leasehold improvements § 356,706 $288,190
Furnitute, fixtures and equipment 4,390,529 876,672
. 4,747,235 1,164,862
Less: accumulated depreciationBil : 1,013,008 488,863
' 33,734,227 3675999

Depreciation expense for the fiscal years ended October 31, 2006 and 2005 was $524,145 and $187,866, respectively.
In connection with the acquisition of Qucsmr the Company had an 1ndependem third party appraisal of the tangible assets that were

purchased during the transactdon. The apptalsal resulted in a “step up™ in net book basis of approximately $1,400,000 to property and
equipment. Such step up is included in the Company’s net Property and Equipment value as of October 31, 2006.

TE 4 - E-LEASEBACK; AENT

In July 2003, the Comparly sold its hendquﬂrtcrs building to 26 Palmer LLC for $2,875,000. The building and related 1mpr0vements 7

“had a net book value of 31, 458 481, Thc;Company reported a deferred gain on the sale totaling $1,254,383, net of closing costs

totaling $162,136 in fiscal 2003. "The bullﬁl‘ng was then leased back to the Company under a ten-yeat lease agreement. As a result of
the sale/leaseback, the deferred gain is being recognized over the term of the lease at $125,439 per year. Among other prowslons
the lease provides for additional rent to bejpaid by the Company for real estate taxes and insurance.
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TE 4 - SALE-LEASEBACK; COMMITMENTS (¢ontinued

The Company entered into a five vear lease commencing June 1, 2006 with a fivetyear option to renew for the Questar Educational
Systems Inc. operation in Minnesota. The Company also has thirteen months and twelve months remaining on the leases on the
Texas and Minnesota offices, respectively. In addition, the Company has leases on certain of its equipment. Additionally, subsequent
to the end of Fiscal 2006, the Company entered into a short term lease commitment (February 2007 — July 2007) to occupy office
space in Minnesota. The additional space was needed in order to enable the Company to complete certain customer project
requirements during such period of time. The Company presently has no intention of renewing the lease after its termination.

Future minimum rentals on these operating leases are approximately as follows:

Year ending October 31,

2007 $ 1,422,000
2008 1,126,000
2009 1,135,000
2010 1,146,000
2011 832,000
2012 and thereafter 686,000

3. 6,347,000

Rent expense was approximately $835,000 and $382,000 for the fiscal years ended October 31, 2006 and 2005, respectively.

5= REVOLVING CREINT AGREEMENTS

The Company has a $4,000,000 revolving credit agreement which expires on April 30, 2008 if not renewed. Advances are -due on
demand, are secured by substantially all the assets of the Company, and are subject to a defined borrowing base that shall not exceed
the sum of 80% of eligible accounts receivables and 50% of eligible inventory, The Company has secured under the revolving credit
agreement an ‘Irrevocable Letter of Credit’ of $198,750 that reduces the rotal line available 1o $3,801,250. Interest on the advances is
at 2.5% above the LIBOR and is due monthly. Advances of §1,774,819 were outstanding at October 31, 2006. The revolving credit
agreement contains ongoing financial covenants which are measured on an annual basis begianing in October 2007. This revolving
line of credit agreement did not exist at October 31, 2005,

In Fiscal 2006, the Company secured an equipment financing line of eredit with its bank in the amount of $1,000,000 of which none was
outstanding at October 31, 2006. The line is secured by the equipment purchased through the line of credit.
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NOTE 6 — LONG-TERM DEBT

Long-term debt consists of the following:
‘ 7 October 31,
Description .- Interest Rate Due Date 2006 2005
Equipmént loan payablé in monthly
installments of 32,295 including interest,
collateralized by the equipment 6% 2009 S 75,469 897,686
Prime + 1%

{(9.25% at :
10/31/2006) 2008 15,200 22,800

Equipment loan payable in monthly
installments of $633 plus interest,
collateralized by the equipment

Equipment loan payable in monthly
installments of $1,708 including interest, )

collateralized by the equipment 6% 2010 63,002 79,126
Loan payable, interest only for first year
then monthly installments of $23,339 6.25% 2011 --* 1,200,000
Loan paynble interest only for seven
months then monthly installments of
$135,668 including interest 2011 :

ok 9,600,000+* -

Unsecured loans payable in semi-annual

installments of $29,656 including interest
-t the former two shareholders of ADI 5% 2008 111,566 e 163,350
Loan payable, interest only to
former Questar shareholders

6% 2011 4,000,000 -

Total long term debt 13,865,237 1,562,962
1,459,502 166,750

ess: cutrent maturitics

*In connection with the acquisition of Questar, the Company paid off the loan.

#* The Company has entered into an mtercst rate swap agreement with a rate of 2.5% above the one month USD LIBOR BBA on a
value of $9,600,000 declining concurren&y with the term loan. The interest rate swap agreement expires after thirty months on
December 1, 2008. The term loan balloons on May 30, 2011. The note is secured by the assets of the Company. The prormssor} note !
contains ﬁnanc1al covenants consisting offa debt service coverage ratio, interest coverage ratio, senior debt to EBITDA ratio, fixed -
charge coverage ratio as well as certain non-financial covenants, with compliance beginning Fiscal 2007.
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NOTE 6 — LONG-TERM DEBT (continued)

Approximate maturities of long-term debt for years subsequent to October 31, 2006 are as follows:

Fiscal year ending October 31,

2007 $ 1,460,000
2008 1,848,000
2009 1,930,000
2010 2,048,000
2011 6,580,000

313,865,000

NOTE 7 - SUBORDINATED DEBENTURE AGREEMENT

In connecton with the Company’s October 1998 subordinated debenture agreement there were warrants outstanding to purchase 138,047
shares of the Company’s common stock. In December 2004, the warrants to purchase 138,047 shares of the Company’s commen stock
were exercised for §$155,303.

NOTE 8 — EMPLOYEE BENEFIT PLANS

The Company has a qualified 401(k) Profit Sharng Plan, 2s amended, under which eligible employees who are eighteen years of age and
have completed either twelve months, or one thousand hours, of employment become participants. The Plan provides a matching
component under the 401(k) Profit Sharing Plan of up o five percent (5%) of each eligible employee’s compensaton.

The Company has 2 Money Purchase Pension Plan, as amended, under which eligible employees who are eighteen years of age and have
completed either twelve months, or one thousand hours, of employment become participants. The Plan excludes highly compensated
employees, as defined, and provides for annual conaibudons of five percent (5%) of each eligible employee’s compensation.

In connection with the acquisition of Questar in Fiscal 2006, the Company assumed the existing employee’s retirement plan. Questar
has a qualified 401(k) Profit Sharing Plan. The Plan allows for annual employee contributions of up to 25% of eligible salary.
Eligibility requirements are a minimum of 18 years of age with at least six months of service with the Company. The Company
matches 100 percent of the first $250 of each employee's contributions, then 50 percent of contributions thereafrer up to 2 maximum
of 32,500 or 2.5 percent of employee earnings, whichever is reached first.

For the fiscal vears ended October 31, 2006 and 2005, retirement plan costs totaled approximately $369,000 and $263,000,
respectively.
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NO - STOCKHOQLDERS EQUITY

Preferred Stock

The Company is authorized to issue 5,09(1,000 shares of $.0001 par value preferred stock. The stock may be issued by the Board of
Directors of the Company in one or mote series and with such preferences, conversion or other rights, voting powers and other
provisions as may be fixed by the Board of Directors in the resolution authorizing their issuance without any further action of the
stockholders. g

As part the Questar acquisition (Note 2)} the Company issued 222,222 of the Series A-2 preferred shares. ln addition, as part of the
related financing of the Questar acquisi‘ti:)n, the Company entered into a securities purchase agreement for the sale of 1,666,667
shares of the Series A-1 preferred stock! FAt October 31, 2006 and 2005, there were 1,888,888 and zeto shares of preferred shares
outstanding, respectively.

There is no trading market for the Company’s Series A-1 Preferred Stack or Seties A-2 Preferred Stock, and the Company has no
intention of applying to list shares of i;ts(. Preferred Stock. The Company has agreed to use its best efforts to file a registration
statement under the Act with respect to the shares of Common Stock underlying the Series A-1 Preferred Stock, upon request of the
Investors, at any ume following one year fafrer the issuance date of the Series A-1 Preferred Stock, in accordance with the lnvestor
Rights Agreement. With respect to the 222,222 shares of Series A-2 Preferred Stock issued as part payment of the purchase price at
closing, the Company has agreed to use'it:best efforts to include such shares of Common Stock underlying the Series A-2 Preferred
Stock in a registration statement if, and ‘u:hen, filed by the Company, upon request of the Investors, at any time following one year
after the issuance date of the Series A-1] Preferred Stock. With respect to the escrowed shares, the Company has agreed to use its
best efforts to file a registration statcmcnttunder the Act for the shares of Common Stock into which the Series A-2 Preferred Stock
will be convertible, upon request of the] former shareholders of Questar following the release, if any, of the escrowed shares, or to
include such shares of Common Stock in'a registration statement if, and when, filed by the Company with respect to the shares of
Common Stock beneficially owned by thefInvestors.

Initially, the shares of Series A-1 Preferred Stock and the Series A-2 Preferred Sock are convertible into shares of Common Stock on

. . (%, . e . . - L
a one-for-one basis. The conversion rate is subject to anti-dilution adjustments set forth in the Certificate of Designations for the
Series A Preferred Stock. For the first[three years after the issuance, neither Series A-1 Preferred Stock nor Series A-2 Preferred
Stock will accrue dividends. Thereafter; dividends will accrue at the rate of 8% per annum, payable in cash or additional shares of
Series A Preferred Stock, at the election ;O,f the Company; provided, however, that no shares of Series A-2 Preferred Stock will accrue
any dividends until, and after the time when, the Series A-2 Preferred Stock is released to the selling shareholders of Questar in
accordance with the Escrow Agrcemcnt.l

Each share of Series A-1 Preferred Stock is entitled to cast one vote per each share of Common Stock into which such share of
Series A-1 Preferred Stock is convcrtiblé As of the record date for a stockholder vote. Bach share of Series A-2 Preferred Stock that
has been issued to the selling shareholdeffs of Questar on the closing date is entitled to cast one vote per each share of Common
Stock into which such share of Series ALJ Preferred Stock is convertible as of the record date for a stockholder vote. The shares of
Series A-2 Preferred Stock that are heldhirll escrow pending release if the earn out hurdles are satisfied, will not be entitled to vote so
long as such shares remain in escrow. '[l-'h]e shares of Series A-1 Preferred Stock and Scrics A-2 Preferred Stock which are entitled 1o
vote shall vote together with the Common Stock as a single class.
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NOTE 9 - STOCKHOLDERS EQUITY (condnued)

Warrants Issued for Services

In connecdon with the purchase of Questar, the Company issued to Signal Hill Capital Group, LL.C, who represented the Company as
its investrent banker in connection with the Questar acquisition, warrants to purchase up to 50,000 shares of Common Stock of the
Company, at an exercise price of $4.50 per share. The warrants are fully exercisable and have a five-year term. The estimated fair
value cost of such warrants based on the Black Scholes pricing model is §112,072.

Amended and Restated 1991 Stock Option Incentive Plan

The Company adopted an Amended and Restated 1991 Stock Option Incentive Plan (the “1991 Plan”) whereby optdons to purchase up
to an agprepate of 625,000 shares of common stock, may be granted to officers, key employees, directors, and consultants of the
Company. Subject to the terms of the 1991 Plan, the Board of Directors is authorized to select optionees and determine the number of
shares covered by each option, its exercise price and certzin of its other terms. No one participant may receive an award in excess of
50,000 shares in any one fiscal year. All options are 100% vested after twelve months and may be exercised for a nine-year period
comimencing one year from the dare of the grant. The exercise price of an option granted under the Plan may not be less than the fair
market value of the Company’s common stock on the date of the grant.

1991 Plan Weighted Average Life and Price as of October 31, 2006:

--—-Optons Outstanding----- --—-Options Exercisable-----—
—-—-Weighted avg---—-- Weighted avg
Range of Remaining Life  Exercise #of Exercise
Exercise Prices # of Shares {months) Price Shares Price
$1.67 — 32.88 207,553 18 $2.49 207,553 82.49
$3.00 — $4.25 44,000 17 34,18 49,000 34.18
$2.82

Totals 256,553 226 52.82 256,553
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NOTE 9 - STOCKHOLDERS” EQUITYd(Continued

1991 Plan actvity is summarized as follows: Weighted
Opdon Avg. Price
Shares Price Per Share Exercisc
Options outstanding - October 3112004 411,788 $1.668 - §6.125 §2.99
Granted - - -
Canceled {47,500 $2.125- 36,125 $2.76
Exercised -
Options outstanding - October 31,2005 364,288 $1.668 - 34.375 $3.02
Granted : - -
N Canceled (48,525) $1.008 - $4.375 $4.28
Exercised ) {89210 $2.876 - 33.00 32.88
Options outstanding - October 31,2006 250,553 $1.668 — 10.50 $4.252
Optons exercisable - October 31, 2006 250,553 $1.668 — 10.50 $4.252

- 2000 Stock Incentive Plan

In February of Fiscal 2000, the Companyfadopted the 2000 Stock [ncentive Plan (the “2000 Plan™) which supersedes the 1991 Plan.
Options outstanding under the 1991 Plan at October 31, 2000 will remain effective unal forfeited, cancelled, or expired without
exercise. The 2000 Plan calls for options{to purchase up to an aggregate of an additional 300,000 shares of the Company’s common
stock plus such additional shares as becomes available under the 1991 Plan by reason of forfeiture of awards granted there under or
cancellation or expiradon of such shares ithout exercise, and may be granted to officers, key employees, directors, and consultants
of the Company. At the Annual Meetingfof Stockholders held on April 29, 2005, the stockholders approved an amendment to the
2000 Plan increasing by 200,000 the number of shares eligible to be issued pursuant to the 2000 Plan. Subject to the terms of the
2000 Plan, the Board of Directors is autligtized to select optionees and determine the number of shares covered by each option, its
exercise price and certain of its other tcmEi. No one participant may receive an award in excess of 150,000 shares in any three fiscal-
year period. Prior to Fiscal 2006, all options were 100% vested after twelve months and may be exercised for a nine-year period
commencing one year from the date of gﬁnt. Effective for options granted under the 2000 Plan in Fiscal 2006 and thereafter, such
options will become exercisable in three ‘e.qual annual installments following the grant date. The exercise price of an option granted
under the 2000 Plan may not be less than]the fair market value of the Company’s common stock on the date of grant.
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. NOTE9- STOCKHOLDERS’ EQUITY (Continued)

2000 Plan Weighted Average Life and Price as of October 31, 2006:

hares
Optons outstanding — October 31, 2004 169,300
" Granted ‘ 216,000
Canceled (6,000
Exercised (4,000
Opuons outstanding — October 31, 2005 33'4,300
Granted 142,500
Canceled (2,500)
Exercised {11,000y
Options outstanding — October 31, 2006 463,300
Options exercisable — October 31, 2006 320,800
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-—-Optons Exercisable---—

------ Optons Outsranding—---- ‘
-——-—-Weighted avg.------ Weighted avg
Range of . Remaining Life  Exercise # of Exercise
Exercise Prices # of Shares (months) Price Shares Price
%0.46 - 32.10 111,300 78 $1.35 111,300 $1.35
$2.85 —-%4.50 352,000 108 33.76 209,500 $3.32
Totals 463,300 101 §3.18 320,800 32.64
Option Weighted
Price Average

Per Share Exercise Price

$0.46 - 32.10 $1.19
$3.06 - $3.785 §3.32

$2.10 $2.10
$0.46 - §2.10 8.066
$0.46 - $3.785 §2.62
$2.85 - 34.50 $4.41

$3.15 $3.15

30.65—$3.15 $1.95

$0.46 - 34.50 $3.18
30.46 - §3.785 32.64
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NOTE 9 - STOCKHOLDERS' EQUITY¢(Continued)
irectors Stock Opdon Plan

In 1996, the Company adopted a Directors Stock Option Plan (the “DSO Plan”) whereby options may be granted to purchase up to an
agpregate of 25,000 shares of the Company’s common stock to directors of the Company who are not officers or employees of the
Company or otherwise eligible to receivefawards under the 1991 Plan. Pursuant to the D3SO Plan, eligible directors would receive an
option to purchase 1,250 shares of the Company’s common stock on the date the director first becomes eligible. The eligible director
would subsequenty receive an opuon to pgchase 625 shares of the Company’s common stock on the date

of each succeeding annual meeting of the Stockholders, unless the director’s term ends on or before that date. Each option granted is
exercisable at the fair market value of the]lGompany’s common stock on the date granted, and for options granted prior to Fiscal 2006,
may be exercised for a nine-year period commencing one year from the date of the grant. Effective for options granted under the
Directors Plan in Fiscal 2006 and thereafter, such options will become exercisable in three equal annual installments following the grant
date.

In February 2000, the Company adopted aq amendmcnt to the DSO Plan increasing the number of options, which may be granted under
the DSO Plan, to an aggregate of 75,000 shares. The amendment also increased the number of shares of the Company’s common stock
to be subject to the automatic grants made to directors from 1,250 shares to 5,000 shares upon first being elected to the Board of
Directors of the Company and 625 shares]to 2,500 shares upon each re-election to the Board of Directors. At the Annual Meeting of
Stockholders held on April 29, 2005, the stockholdets approved amendments to the Directors Plan to increase by 75,000 the number
of shares eligible to be issued pursuant to the Directors Plan and to extend the expiration date of the Directors Plan from March
2006 to April 30, 2010.

Dircctors’ Plan Weighted Average Life and]Price as of October 31, 2006:

----Options Outstanding--—- ----Optons Exercisable---—-
----mr-Weighted avg,—— Weighted avg
Range of Remaining Life  Exercise #of Exercise
Exercise Prices # of Shares [ (months) Price Shares - Price
$0.62 — 32.00 31,250 60 $0.94 31,250 $0.94
$2.88 - $4.25 47,500 92 $3.22 35,000 83.32
Totals 78,750 79 $2.32 66,250 §2.20
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TE 9 - STOCKHOLDERS” EQUITY (Continued

. Directors’ stock option plan activity is summarized as follows:

Option Price  Weighted Avg,

Shares Per Share _  Exercise Price
Options outstanding — October 31, 2004 ' 57,500 80.62 - $7.85 %2.04
Granted 12500  $3.20 $3.20
Canceled - - -
Exercised _ 2,500 $0.70 $0.70
Options outstanding — October 31, 2005 67,500 $0.62 - $7.85 32.31
Granted 12,500 $2.96 82.96
Canceled (1,250) §7.85 $7.85
Exercised -- - -
Options outstanding ~ October 31, 2006 . 28750 $0.62 - $4.25 $2.32
Options exercisable — October 31, 2006 . 06,250 $0.62 - §4.25 $2.20 .
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Consultants Stock Incentive Plan

In 1997, the Company adopted a Consultants Stock Incentive Plan (the “CS1 Plan™) whereby options to purchase up to 50,000 shares of
the Company’s common stock may be grantcd to consultants or advisors of the Company. Subject to the terms of the CSI Plan, a
committee of the Board of Directors is authorized to select participants and determine the number of shares covered by each option, its
exercise price and other terms. The exercise price, however, may not be less than the fair market value of the Company’s common stock
on the date of the grant. CSI Plan activity, is as follows:

Shares Opton Price Per Share
Options outstanding — October 31, 2006, 2005
and 2004 - 1500 $.90
Options exercisable — October 31, 2006 L300 $.90

NOTE 10 - INCOME TAXES

Deferred income taxes reflect the net t effects of temporary differences between the carrying amount of assets and liabilities for
financial reporting purposes and the amgunts used for income tax purposes using the enacted tax rates in effect in the years in which
the differences are expected to reverse, Peferred income tax assets and liabilities are comprised as follows:

Qctober 31,
2006 2005

Deferred tax assets:

Net operating loss $760,901 §584,723

Sale/leaseback of building 342 865 394,295

Asset impairment 250,338 0

Salaries 81,186 44934

Rent 47170 38,164

Unused employee vacation 228,054 103,946

Other 196,837 44,302

Gross deferred tax assets 1,907,351 1,210,364
Deferred tax liabilities:

Goodwill (217,941} {36,102)

Test passage bank and test development

Q0 (6222
Gross deferred tax liabilities 217,941 {42,324)
Net deferred tax assets $1,689,410 $1,168,040
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NOTE 10 - INCOME TAXES (Continue

The deferred tax assets and liabilities include the following amounts:

Fiscal Year Ended October 31,

2006 2005
Current deferred tax assets $364,031 $571,417
Noncurrent deferred tax assets 81,543,320 $638,947
Noncurrent deferred tax liabilides (217,941) (42,324)
Net noncurrent deferred tax assets $1,325.379 3596,623

The Company believes it is more likely than not that this net deferred tax asset will be realized in future petiods and, accordingly, no
valuation allowance has been recorded.

The Company’s income tax expense {benefit) consists of the following:
pany p &

Fiscal Year Ended October 31,

2006 2005
Current:
Federal $12,938 3 -
State 259,640 44,050
272,578 44,050
Deferred:
Federal {(432,356) 195,089
State (89,014) 56,639
!
521 251728
Income tax provision (benefit) $(248,792) §295,778
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A reconciliation of the difference betweenthe expected income tax rate using the statutory Federal tax rate and the Company’s effective
rate is as follows:

Fiscal Years Ended October 31,

2006 2005
- U.S. Federal income tax statutoryjrate (34%) 34%
State income tax, net of Federal iqcome tax effect 15 5
Other, net 1 ]
*Effective tax (benefit) rate L18Y% A2%

* The Company during Fiscal 2006 incurzed a pre-tax loss of $1,373,637 resulting in a tx benefit (refund). The effective tax rate

(benefir) in Fiscal 2006, as a percentage offthe pre-tax loss, was partially offset by a change in estimate of prior year income taxes of
approximately 384,000 that was charged tolthe current year Fiscal 2006 income tax expense.
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NOTE 11 - EMPLOYMENT AGREEMENTS

The Company has employment agreements with several of its key employees. The agreements are for varying terms generally ranging
from one to three years and are automatically extended each year unless the Company natifies the employee, in writing, ranging from at
least 60 to 180 days prior to the anniversary date that the agreement will not be extended.

Each agreement calls for a base salary, which may be adjusted annually at the discretion of the Company’s Board of Directors, and also
provides for eligibility in the Company’s benefit plans and incentive bonuses which are pavable based upon the attainment of certain
profitability goals. Among other provisions, the agreements include a non-compete clause for varying periods not exceeding three years
following termination of employment.

The Company entered in two ~year employment agreements with the two officers of AEC. Pursuant to the agreements, the officers
of AEC are enttled to 2 base salary and bonuses determined by the attainment of certain performance goals. In addition, an
aggregate of 50,000 options to purchase shares of the Company’s Common Stock were granted pursuant to the 2000 Stock Incentive
Plan at $3.06 per share.

The Company entered into employment agreements for an initial forty-month term with two of the former shareholders of ADL In
addition, the former shareholders of ADI who are continuing with ADDI were granted, pursuant to the 2000 Plan, an aggregate of
60,000 ten-year options to purchase additional shares of the Company’s Common Stock, at an exercise price of $3.75 per share,
subject to vesting upon the completion of one year of employment. The Company also entered into an employment agreement for
an initial twenty-eight month term with a key employee of ADI.

. The Company has entered into employment agreements for an inital twenty-four month term with certain members of the
management of Questar. Such employment agreements with the Questar management team include non-competition covenants and
proprietary rights agreements.

The aggregate commitment for future salaries under the employment agreements as of October 31, 2006, excluding bonuses and benefits,
is approximately as follows:

Fiscal end: tober 31,
2006 ' $2,731,000
2007 31,726,000
2008 $207,000
TE 12 - RELATED PARTY ACT1T

Cahill Warnock Transactions. In November 1998, the Company issued and sold to the Cahill, Warnock Endties 8% Debentures due
2003 (the “Dehentures”), in the agpregate principal amount of $4,000,000, -and as addidonal consideration for purchasing the
Debentures, Warrants to acquire shares of the Company’s Common Stock, which, on the closing date of such transacton,
constituted 20% of the Company’s issued and outstanding common stock on 2 fully diluted basis. The Debentures were repaid in
Fiscal 2003, and a porrion of the Warrants held by the Cahill, Warnock Entities expired at the end of Fiscal 2003. The Cahill
Warnock Enttes exercised its remaining 138,047 watrants outstanding in December 2004 (after the end of Fiscal 2004), resulting in
additional paid-in capital to the Company of $155,303. As of the date of this Report, the Cahill Warnock Entities beneficially own
20.8% of the Company’s outstanding Common Stock, fully-diluted.
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NOTE 12 — RELATED PARTY TRANSACTTONS (continued)

Pursuant to an investor rights agrecment’betwecr] the Company and the Cahill, Warnock Entides, the Company has agreed that so
long as the Cahill, Warnock Entities own at least 50% of the shares issued upon exercise of such Warrants, the Cahill, Warnock
Entities shall have the right o nominate {two directors to the Board of Directors of the Company. David L. Warnock and Donald
W. Hughes are the current direcrors :w'ho were nominated by the Cahill, Warnock Entities. Pursuant to the Investor Rights
Agreement, the directors and executive lofﬁcers have agreed, at each meeting of stockholders for the purpose of electing directors, to
cast their eligible votes in favor of the nominees of the Cahill, Warnock Enuties. ’

Acquisition of AEC. Pursuant to the ‘ac.quisition of AEC in January 2005, the Company issued 12,000 shares of the Company’s
Common Stock to the former stockhokiie:rs of AEC in a transaction not involving a public offering pursuant to the exemption from
registration provided by Section 4(2) of the Securities Act.

Acquisition of ADI. Pursuant to the acggjsition of AD! in July 2005, the Company issued 89,488 shares of the Company’s Common
Stock to the former stockholders of ADT who had elected to receive shares, in whole or in part in lieu of cash, in 2 transaction not
involving a public offering pursuant to the exemption from registration provided by Section 4(2) of the Securities Act. Martin Borg,
currendy the President of ADI, received 68,119 of such shares and options to acquire 40,000 shares of Common Stock, and entered
into an employment agreement with the (Company.

Camden Entities Transactions. In connection with the acquisition of Questar, the Company entered into a securities purchase
agreement the with Camden Entities, p{lr:suam to which the Company issued and sold to the Investors 1,666,667 shares of its Series
A-1 Preferred Stock (valued at $7,500,000, based on a price of $4.50 per share). The proceeds from the sale of stock were used to pay
a portion of the purchase price for the .éihsires of Questar and closing costs for the transaction, with the balance being retained by the
Company for working capital. 'The transaction did not involve 2 public offering pursuant to the exemption from registration
provided by Section 4(2) of the Act. :

Camden Partners Strategic Fund 111, L!'P. (“Camden 111" is a Delaware limited partoership formed in 2004. It is a private equity

fund that invests in emerging micro-cap, public and late stage private companies, focusing on companies in the business and financial
. - N d . - -

services, educaden, and healthcare mdL‘lslmes. Camden 111 is managed by its general partner, Camden Partners Strategic I, LI.C

which, in turn, is managed by its ma:llaging member, Camden Partners Strategic Manager, LLC. David Warnock and Donald

Hughes, who are directors of the Company, are each managing members of Camden Partners Strategic Manager, LLC.

Camden Partners Strategic Fund 111-Aj %.P. (“Camden 111-A”) is a Delaware limited partnership formed in 2004. It is a private
equity fund that invests in parallel with Camden I11. Camden I11-A is managed by its general partner, Camden Partners Strategic 11,
LLC, which in turn is managed by its t!nzlmaging member, Camden Partners Strategic Manager, LLC. David Warnock and Donald
Hughes, who are directors of the Company, are each managing members of Camden Partners Strategic Manager, LLC.

Cahill, Warnock Strategic Partners Fundf L.P. (“CW”) and Strategic Associates, L.P. (*SA”) are stockholders of the Company and
affiliates of Camden 111 and Camden II;I-A. David Warnock and Donald Hughes, who are directors of the Company, are each
managers of Camden Partners Stratcgicf Manager, ILL.C and general partners of the general partner of CW and SA. Mr. Warnock is
President and Mr. Hughes is Executive Vice President of Camden Partners Holdings, LL.C, which serves as a manager and advisor to
Camden 111, Camden I11-A, CW and SA.
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NOTE 12 — RELATED PARTY TRANSACTIONS (continued)

As of the date of this Report, the Camden Entities beneficially own 36.9% of the Company’s Common Stock on a fully-diluted basis.
The entides controlled by Messrs. Warnock and Hughes — the Cahill Warnock Entities and the Camden Fntmcs — beneficially own
an aggregate of 46.9% of the Compam s Common Stock on a fully diluted basis.

Acquisiton of Questar. In the acquisition of Questar, the Company issued to the selling shareholders of Questar, 222,222 shares of
Series A-2 Preferred Stock (valued at $4.50 per share), as part payment of the purchase price at closing and (b) delivered to the
escrow agent, 1,111,111 shares of the Series A-2 Preferred Stock (valued at $4.50 per share), which will be deemed earned by, and
will be released to, the former shareholders of Questar if revenue goals over the earn out period of the three fiscal years ending
October 31, 2007, 2008 and 2009, are met. Such escrowed shares are not deemed to be outstanding (and therefore, are not eligible
to vote) until the revenues goals are met and the shares are released from escrow. The issuance and sale of the Series A-2 Preferred
Stock did not involve a public offering pursuant to the exemption from registration provided by Secton 4(2) of the Act. The
Company issued 222,222 shares of the Company’s Series A-2 Preferred Stock to the former shareholders of Questar who had elected
to receive shares, in whole or in part in lieu of cash, in a transaction not involving a public offering pursuant to the exemption from
registration provided by Section 4(2) of the Securides Act.

In consideradon for his sale of shares of Questar, Mr. Nacgeli (who has since been elected a director of the Company}, as a selling
shareholder, received 43,488 shares of Series A-2 Preferred Stock, which are convertible into 43 488 shares of Common Stock of the
Company, subject to ant-dilution adjustments. Mr. Naegeli is also a shareholder in Questar Data Systems (“QDS”). In connection
with the acquisition of Questar, the Company purchased, on a contractual basis monthly, services from QDS for certain accounting
and administrative functions. The monthly fee for these services was $15,500 beginning in June 2006. Total fees paid in Fiscal 2006
to QDS were $77,500. The contract for services with QDS concluded in December 2006 with no further obligatons due from the
Company.

As part of the acquisition of Questar, the Company entered in two separate lease agreements with the former sharcholders of
Questar. Through one lease agreement, the Company rents approximately 49,000 square-feet of office space in Apple Valley,
Minnesota. The initial term of this lease is for five years concluding on May 31 2011 with the Company holding an option to renew
for an additional five-year period. Pursuant to the second lease agreement the Company uses 45,000 square-foor of distribution
center also in Apple Valley, Minnesota. This lease also concludes on May 31 2011 with the Company holding ant option to renew for
an additional five-year petiod. The Company also holds an option 1o lease an additional 11,000 square feet of distribution center
space that is adjacent to the current distribution center.

Future minimum lease payments for the Apple Valley facilities for the years ending October 31 are as follows:

2007 £780,000
2008 780,000
2009 780,000
2010 780,000
Thereafter 445,000
Total $3,575,000

F-39




TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.
AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 12 - RELATED PARTY A continued

Legal Fees. One of the Company’s directors, Steven R, Berger, is a shareholder in Vedder, Price, Kaufman & Kammholz,
P.C. The Company has retained VedderI Price, Kaufman & Kammholz, P.C. as its special securities counsel, and the Company pald
an aggregate of $238,237 and §177,273 1?111egal fees and expense in Fiscal 2006 and Fiscal 2005, respectively.
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SIGNATURES

In accordance with Section 13 or 15(d) of the Exchange Act, the registrant caused this report to be signed on its behalf by
the undersigned, thereunto duly authorized.

TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.

March 13, 2007 By:/s/ ANDREW L. SIMON

Andrew L. Simon
President and Chief Executive Officer

March 13, 2007 By:/s/ JAMES J. WILLIAMS
JAMES J. WILLIAMS

CHIEF FINANCIAL OFFICER

In accordance with the Exchange Act, this report has been signed below by the following persons on behalf of the
registrant and in the capacities and on the dates indicated.

Signawre Title Date
[/ ANDREW L. SIMON Director and Chairman March 13, 2007
Andrew L. Simon of the Board
/s/ MICHAEL D. BECK Director March 13, 2007

Michael D. Beck

[s/ STEVEN R. BERGER . Director March 13, 2007

Steven R. Berger

[s/ DONALD W, HUGHES Director March 13, 2007
Donald W. Hughes

/s/ CHRIS L. NGUYEN Director March 13, 2007
Chris L. Nguyen

LINDA G. STRALEY Director March 13, 2007
Linda G. Straley

/s/ THOMAS G. STRUZZIERI Director March 13, 2007

Thomas G. Struzzien

s/ DAVID L. WARNOCK Director March 13, 2007
David .. Warnock '

[sf THEODORE NAEGEL] - Director March 13, 2007
Theodore Naegeli




SUBSIDIARIES
Beck Evaluation and Testing Associates, Inc. New York corporation
Assessment and Evaluation Concepts Inc. Massachusetts corporation
Achievement Data, Inc. Minnesota corporation

Questar Educational Systems,fInc. Minnesota corporation
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EXHIBIT 23.1

CONSENT OF LAZAR,LEVINE & FELIX LLP

We consent to the incorporation by reference of our report’ dated January 19, 2006 with respect to the consolidated
financial statements and notes thereto of Touchstone Applied Science Associates, Inc. except to Note 1 as to which the date is
January 12, 2007 with respect to the consolidated financial statements and notes thereto of Touchstone Applied Science Associates,
Inc. as of and for the year ended October 31, 2005 included in its Annual Report (Form 10-KSB) for the fiscal year ended October
31, 2005 filed with the Securities and Exchange Commission into (i) the Company’s Registration Statement on Form $-3 (SEC File
No. 333-27659), (i) the Company’s Registration Statement on Form S-8 (SEC File No. 333-424), (i) the Company’s Registration
Statement on Form $-3 (SEC File No. 333-75377), (iv) the Company’s Registration Statement on Form §-8 (SEC File No. 333-
110156), {v) the Company’s Registration Statement on Form $-8 (SEC File No. 333-110157), and {vi) the Company’s Registration
Statement on Form SB-2 (SEC File No. 333-129261).

LLAZAR, LEVINE & FELIX LL.P

Lazar Levine & Felix LLP

New York, New York

January 19, 2006

Except to Note 1 as to which the date is January 12, 2007




EXHIBIT 23.2
CONSENT3OF MCGLADREY & PULLEN, LLP

We consent to the incorporatibn by reference of our report dated March 12, 2007 with respect to the consolidated financial
statements and notes thereto of Touchstone Applied Science Associates, Inc. as of and for the year ended October 31, 2006 included
in its Annual Report (Form 10-KSB) foggthe fiscal year ended October 31, 2006 filed with the Securities and Exchange Commission
into (i) the Company’s Registration Statement on Form §-3 (SEC File No. 333-27659), (if) the Company’s Registration Statement on
Form S-8 (SEC File No. 333-424), (iiil)ll_:hc Company’s Registration Statement on Form §-3 (SEC File No. 333-75377), (iv} the
Company’s Registration Statement on Form $-8 (SEC File No. 333-110156), (v) the Company’s Registration Statement on Form 5-8 -
(SEC File No. 333-110157), and (vi) the]lCompany’s Registration Statement on Form SB-2 (SEC File No. 333-129261).

MCGILADREY & PULLEN LLP

Minneapolis, Minnesota
March 12, 2007




EXHIBIT 31.1
CERTIFICATION

I, ANDREW L. SIMON, cerufy that:

1. T have reviewed this Annual Report on Form 10-KSB of TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.
for the fiscal year ended October 31, 2006.

2. Based on my knowledge, this Arnual Report does not contain any untrue statement of 2 material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements were made, not
misleading with respect to the period covered by this Annuat Report;

3. Based on my knowledge, the financial statements, and other financial information included in this Annual Report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods
presented in this Annual Report;

4. The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls and
proceduses (as defined in Exchange Act Rules 13a-15(¢) and 15d-15(¢)) and internal control over financial reporting (as defined in
Exchange Act Rules 13a-15(f) and 15d-15(f}) for the registrant and have:

a} Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed
under our supervision, to ensure that material information relating to the registrant, including its consolidared substdiaries, is made
known to us by others within those cntities, particularly during the period in which this Annual Report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be
designed under cur supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparadon of
financial statements for external purposes in accordance with generally accepted accounting principles;

c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the peried covered by this Annual
Report based on such evaluation; and

d) Disclosed in this Annual Report any change in the registrant’s internal control over financial reporting that oceurred
during the registrant’s most recent financial quarter that has matenally affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officers and 1 have disclosed, based on our most recent evaluation of internal control
over financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing
the equivalent funcdons):

a) All significant deficiencies and material weaknesses in the design or operation of internal controls over financial
reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and reporrt financial

information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal controls over financial reporting,

Date: March 13, 2007

ANDREW I, S1M
President, Chief Executive Officer




CERTIFICATION

[, JAMES J. WILLIAMS, cerafy that:

‘ _ | EXHIBIT 31.2

1. T have reviewed this Annu?l.chort on Form 10-KSB of TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.
for the fiscal year ended October 31, 2006.

2. Based on my knowledge, tihis Annual Report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the stia.t'cmcms made, in light of the circumstances under which such statements were made, not
misleading with respect to the period covered by this Annual Report;

3. Based on my knowledge, the financial statements, and other financial information included in this Annual Report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods
presented in this Annual Report; -,

4. The registrant’s other certiifying officers and 1 are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(¢) and 15d-15(¢)) and internal control over financial reporting (as defined in
Exchange Act Rules 132-15(t) and 15d71 5(f)) for the registrant and have:

a) Designed such disclosure c?ntro]s and procedures, or caused such disclosure controls and procedures to be designed
under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made -
known to us by others within those entities, partdcularly during the period in which this Annual Report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be
designed under our supervision, to proril'dc reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles;

¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the cffectiveness ofjthe disclosure controls and procedures, as of the end of the period covered by this Annual
Report based on such evaluation; and ‘

d) Disclosed in this Annual ?ercport any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent financial quarter that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation of internal contro!
over financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of directors {or persons performing
the equivalent functions):

2)  All significant deﬁcicncitl:s_and material weaknesses in the design or operation of internal controls over financial
reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial
information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal controls over financial reporting,

Date: March 13, 2007

/s JAMES |. WILLIAMS
Chief Financial Officer




EXHIBIT 32
TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC.

CERTIFICATION PURSUANT TO
18 U.5.C. SECTION 1350, AS ADOPTED
PURSUANT TO SECTION 906 OF THE

SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Touchstone Applied Sctence Associates, Inc. (the “Company”) on Form 10-KSB

+ for the period ending October 31, 2006 as filed with the Securides and Exchange Commission on the date hereof {the “Report™, 1,

Andrew L. Simon, President and Director of the Company, certify, pursuant to 18 US.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002, that to the best of my knowledge:

ey The Report fully complies with the requirements of Section 13{a) or 15(d) of the Secunties Exchange Act of 1934;
and

L] The information contained in the Report fairly prcscnts in all material respects, the financial condidon and result
of operations of the Company.

March 13, 2007 s/ ANDREW [, SIMON
President, Chief Executive Officer
Mareh 13, 2007 MES j. WILLIAMS

Chief Financial Officer

A SIGNED ORIGINAL OF THIS WRITTEN STATEMENT REQUIRED BY SECTION 906, OR OTHER DOCUMENT
AUTHENTICATING, ACKNOWLEDGING, OR OTHERWISE ADOPTING THE SIGNATURE THAT APPEARS IN
TYPED FORM WITHIN THE ELECTRONIC .VERSION OF THIS WRITTEN STATEMENT REQUIRED BY
SECTION 906, HAS BEEN PROVIDED TO TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC. AND WILL BE
RETAINED BY TOUCHSTONE APPLIED SCIENCE ASSOCIATES, INC. AND FURNISHED TO THE SECURITIES
AND EXCHANGE COMMISSION OR ITS STAFF UPON REQUEST.
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